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Examination Questions
May 1976
Uniform Certified Public Accountant Examination
(Prepared  by the Board o f  Exam iners o f the Am erican In stitu te  o f  C ertified Public A ccoun tan ts 
and ad o p ted  by the  exam ining boards o f  all sta tes, te rrito ries , and the D istric t o f  C olum bia.)
EXAMINATION IN ACCOUNTING PRACTICE----- PART I
M ay5, 1976; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ..................................................................................................  40 50
No. 2 ..................................................................................................  40 50
No. 3 ..................................................................................................  50 60
No. 4 ..................................................................................................  40 50
No. 5 ..................................................................................................  50 60
T ota l..........................................................................................  220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose scratch 
sheets may result in loss of grading points. Scratch 
sheets need not have page numbers, but you should 
show the question number and place them immedi­
ately following the question to which they relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top 
left corner. All fourteen-column sheets should then 
be wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is to 
test the candidate’s knowledge and application of 
the subject matter, the ability to organize and pre­
sent such knowledge in acceptable written language 
will be considered by the examiners.
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Examination Questions—May 1976
Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer for 
each Item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000; 
sales returns and allowances reduced the amounts owed 
by $160,000. How much were net sales last year for 
Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Number 1 (Estimated time----- 40 to 50 minutes)
Answer Sheet
97. a. b. ■ ■ ■  c. :::::: 
Items to be Answered
d.
1. A corporation called an outstanding bond obliga­
tion four years before maturity. At that time there was an 
unamortized discount of $40,000. To extinguish this 
debt, the company had to pay a call premium of $80,000. 
Ignoring income tax considerations, how should these 
amounts be treated for accounting purposes?
a. Amortize $120,000 over four years.
b. Charge $120,000 to a loss in the year of ex­
tinguishment.
c. Charge $80,000 to a loss in the year of extin­
guishment and amortize $40,000 over four 
years.
d. Either amortize $120,000 over four years or 
charge $120,000 to a loss immediately, which­
ever management selects.
2. On January 2, 1975, a calendar-year corporation 
sold 5% bonds with a face value of $100,000. These 
bonds mature in five years, and interest is paid semi­
annually on June 30 and December 31. The bonds were 
sold for $95,735 to yield 6%. Using the yield method of 
computing interest, how much should be charged to 
interest expense in 1975?
a. $4,147.
b. $4,265.
c. $5,755.
d. $5,853.
Items 3 ,  4, and 5 are based on the following infor­
mation:
Declaration, Inc., is a calendar-year corporation. 
Its financial statements for the years 1974 and 1973 con­
tained errors as follows:
Ending inventory
Depreciation
expense
1974
$1,000 under­
stated
$800 under­
stated
1973
$3,000 over­
stated
$2,500 over­
stated
3. Assume that the proper correcting entries were 
made at December 31, 1973. By how much will 1974 
income before income taxes be overstated or under­
stated?
a. $200 understated.
b. $500 overstated.
c. $2,700 understated.
d. $3,200 understated.
4. Assume that no correcting entries were made at 
December 31, 1973. Ignoring income taxes, by how 
much will retained earnings at December 31, 1974, be 
overstated or understated?
a. $200 understated.
b. $500 overstated.
c. $2,700 understated.
d. $3,200 understated.
5. Assume that no correcting entries were made at 
December 31, 1973, or December 31, 1974 and that no 
additional errors occurred in 1975. Ignoring income 
taxes, by how much will working capital at December 31, 
1975, be overstated or understated?
a. $0.
b. $1,000 overstated.
c. $1,000 understated.
d. $1,700 understated.
6. The Carine Company, which was formed on 
January 1, 1975, adopted a policy of deferring 
investment tax credits for accounting purposes. 
Investment tax credits of $100,000 were available in 1975 
on equipment that was purchased on January 1, 1975. 
The equipment has an estimated ten-year life. What is 
the amount of investment tax credits that should be 
credited to income in 1975?
a. $10,000.
b. $14,286.
c. $90,000.
d. $100,000.
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Items 7, 8, and 9 are based on the following infor­
mation:
The December 31, 1975, balance sheet of Ratio, 
Inc., is presented below. These are the only accounts in 
Ratio’s balance sheet. Amounts indicated by a question 
mark (?) can be calculated from the additional informa­
tion given.
Assets:
Cash
Accounts receivable (net) 
Inventory
Property, plant and equipment
(net)
Liabilities and Stockholders’ Equity: 
Accounts payable (trade)
Income taxes payable (current) 
Long-term debt 
Common stock 
Retained earnings
Additional information:
Current ratio (at year end)
Total liabilities divided by total 
stockholders’ equity 
Inventory turnover based on sales 
and ending inventory 
Inventory turnover based on cost of 
goods sold and ending inventory 
Gross margin for 1975
$ 25,000 
?
?
294,000
$432,000
$ ? 
25,000 
?
300,000
9
$ ?
1.5 to  1
.8
15 times
10.5 times 
$315,000
7. What was Ratio’s December 31, 1975, balance in 
trade accounts payable?
a. $67,000.
b. $92,000.
c. $182,000.
d. $207,000.
8. What was Ratio’s December 31, 1975, balance in 
retained earnings?
a. $60,000 deficit.
b. $60,000.
c. $132,000 deficit.
d. $132,000.
9. What was Ratio’s December 31, 1975, balance in 
the inventory account?
a. $21,000.
b. $30,000.
c. $70,000.
d. $135,000.
10. Parent, Inc., owns a 90% interest in Sub, Inc., 
which is recorded on a cost basis. During the calendar 
year 1975, Parent had net income of $45,000 and Sub had 
net income of $20,000. Intercompany interest on bonds 
was $800. Sub declared and paid a $4,000 dividend 
during the year. How much is 1975 consolidated net 
income?
a. $58,200.
b. $58,600.
c. $59,000.
d. $59,400.
11. In 1975, the Chrol Company formed a foreign sub­
sidiary. Income before United States and foreign income 
taxes for this wholly-owned subsidiary was $500,000 in 
1975. The income tax rate in the country of the foreign 
subsidiary was 40%. None of the earnings of the foreign 
subsidiary have been remitted to Chrol; however, there 
is nothing to indicate that these earnings will not be 
remitted to Chrol in the future.
The country of the foreign subsidiary does not 
impose a tax on remittances to the United States. A tax 
credit is allowed in the United States for taxes payable in 
the country of the foreign subsidiary.
Assuming the income tax rate in the United States 
is 48%, what is the total amount of income taxes relating 
to the foreign subsidiary that should be shown in the 
income statement of Chrol in 1975?
a. $0.
b. $40,000.
c. $200,000.
d. $240,000.
12. Prior to 1975 the Cougar Company used acceler­
ated depreciation methods for plant equipment. In 1975, 
Cougar changed to the straight-line method for pre­
viously acquired plant equipment as well as for new 
acquisitions. At December 31, 1974, the book value of 
the plant equipment was $3,500,000. If the straight-line 
method had previously been used, the book value at 
December 31, 1974, would have been $3,800,000. For
1975, depreciation for plant equipment under the 
straight-line method amounted to $120,000 whereas it 
would have amounted to $150,000 had accelerated 
depreciation methods still been used. Ignoring income 
tax considerations, what was the cumulative effect on 
prior years of changing to a different depreciation 
method and how should it be reported in the financial 
statements?
a. $300,000 reported as a credit to retained earn­
ings at the beginning of 1975 with the restate­
ment of the financial statements for prior 
periods included for comparative purposes.
b. $300,000 reported as a credit to 1975 income.
c. $330,000 reported as a credit to retained earn­
ings at the beginning of 1975 with the restate­
ment of the financial statements for prior 
periods included for comparative purposes.
d. $330,000 reported as a credit to 1975 income.
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13. On January 1 , 1975, Mr. Chris loaned $1,000 to Mr. 
Cath. A noninterest bearing note was exchanged solely 
for cash; no other rights or privileges were exchanged. 
The note is to be repaid on December 31, 1977. The 
prevailing rate of interest for a loan of this type is 10%. 
The present value of a $1,000 loan at 10% for three years 
is $751. What amount of interest income should Mr. 
Chris recognize in 1975?
a. $0.
b. $75.
c. $83.
d. $249.
14. On January 1, 1975, the Lakeview Company sold 
property to the Falls Company which originally cost 
Lakeview $600,000. There was no established exchange 
price for this property. Falls gave Lakeview a $1,000,000 
noninterest bearing note payable in five equal annual 
installments of $200,000 with the first payment due 
December 3 1 , 1975. The note has no ready market. The 
prevailing rate of interest for a note of this type is 10%. 
The present value of a $1,000,000 note payable in five 
equal annual installments of $200,000 at a 10% rate of 
interest is $758,000. What is the amount of interest 
income that should be recognized by Lakeview in 1975, 
using the “interest” method?
a. $0.
b. $48,400.
c. $75,800.
d. $80,000.
15. A company was formed on January 1, 1975. 
Selected balances from the historical-dollar balance 
sheet at December 31, 1975, were:
Accounts receivable 
Accounts payable 
Long-term debt 
Common stock
$ 70,000 
60,000 
110,000 
100,000
At what amounts should these selected accounts be 
shown in a general price-level balance sheet at 
December 3 1 , 1975, if the general price-level index was 
100 at December 31, 1974, and 110 at December 31, 
1975?
Accounts Accounts Long-term Common
Receivable Payable Debt Stock
a. $70,000 $60,000 $110,000 $100,000
b. $70,000 $60,000 $110,000 $110,000
c. $70,000 $60,000 $121,000 $110,000
d. $77,000 $66,000 $121,000 $110,000
16. The historical-dollar balance sheet of the Rhuda 
Company showed the original cost of depreciable assets 
as $5,000,000 at December 31, 1974, and $6,000,000 at 
December 31, 1975. These assets are being depreciated 
on a straight-line basis over a ten-year period with no 
salvage value. Acquisitions of $1,000,000 were made on 
January 1 ,  1975. A full year’s depreciation was taken in 
the year of acquisition.
Rhuda presents general price-level financial state­
ments as supplemental information to their historical- 
dollar financial statements. The December 31, 1974, 
depreciable assets balance (before accumulated depre­
ciation) restated to reflect December 31, 1975, purchas­
ing power was $5,800,000. What amount of depreciation 
expense should be shown in the general price-level 
income statement for 1975 if the general price-level 
index was 100 at December 31, 1974, and 110 at 
December 31, 1975?
a. $600,000.
b. $660,000.
c. $670,000.
d. $690,000.
17. The Jem Company used the monetary-nonmon­
etary approach when translating foreign currency 
amounts at December 31, 1975. At that time, Jem had 
foreign subsidiaries with 1,500,000 local currency units 
(LCU) in long-term receivables and 2,400,000 LCU in 
long-term debt. The rate of exchange in effect when the 
specific transactions occurred involving those foreign 
currency amounts was 2 LCU to $1. The rate of exchange 
in effect at December 3 1 , 1975 was 1.5 LCU to $1. The 
translation of the above foreign currency amounts into 
United States dollars would result in long-term 
receivables and long-term debt, respectively, of
a. $750,000 and $1,200,000.
b. $750,000 and $1,600,000.
c. $1,000,000 and $1,200,000.
d. $1,000,000 and $1,600,000.
18. In 1975, the MSA Corporation incurred research 
and development costs as follows:
Materials and equipment
Personnel
Indirect costs
$100,000
100,000
50,000
$250,000
These costs relate to a product that will be marketed in
1976. It is estimated that these costs will be recouped by 
December 31, 1979. What is the amount of research and 
development costs that should be charged to income in 
1975?
a. $0.
b. $50,000.
c. $200,000.
d. $250,000.
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Instructions
Select the best answer for each of the following 
items relating to a variety of managerial-accounting and 
quantitative-methods problems. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. 
Mark only one answer for each item. Answer all items. 
Your grade will be based on your total correct answers.
Items to be Answered
Items 19, 20, and 21 are based on the following in­
formation:
The data below relate to the month of April 1976 for 
Marilyn, Inc., which uses a standard cost system:
Actual total direct labor $43,400
Actual hours used 14,000
Standard hours allowed for good output 15,000
Direct labor rate variance - debit $ 1,400
Actual total overhead $32,000
Budgeted fixed costs $ 9,000
“ Normal” activity in hours 12,000 
Total overhead application rate per standard
direct-labor hour $2.25
Number 2 (Estimated time----- 40 to 50 minutes)
Marilyn uses a two-way analysis of overhead variances: 
budget (controllable) and volume.
19. What was Marilyn’s direct labor usage (efficiency) 
variance for April 1976?
a. $3,000 favorable.
b. $3,000 unfavorable.
c. $3,200 favorable.
d. $3,200 unfavorable.
20. What was Marilyn’s budget (controllable) variance 
for April 1976?
a. $500 favorable.
b. $500 unfavorable.
c. $2,250 favorable.
d. $2,250 unfavorable.
21. What was Marilyn’s volume variance for April 
1976?
a. $500 favorable.
b. $500 unfavorable.
c. $2,250 favorable.
d. $2,250 unfavorable.
Items 22 , 23, and 24 are based on the following in­
formation:
The January 31 , 1976, balance sheet of Shelpat Cor­
poration follows:
Cash
Accounts receivable (net of allowance for 
uncollectible accounts of $2,000) 
Inventory
Property, plant and equipment 
(net of allowance for accumulated 
depreciation of $60,000)
Accounts payable 
Common stock 
Retained earnings (deficit)
$ 8,000
38,000
16,000
40,000 
$102,000
$ 82,500
50,000 
(30,500)
$102,000
Additional information:
• Sales are budgeted as follows:
February $110,000 
March $120,000
• Collections are expected to be 60% in the month 
of sale, 38% the next month, and 2% uncollectible.
• The gross margin is 25% of sales. Purchases 
each month are 75% of the next month’s projected sales. 
The purchases are paid in full the following month.
• Other expenses for each month, paid in cash, 
are expected to be $16,500. Depreciation each month is 
$5,000.
22. What are the budgeted cash collections for 
February 1976?
a. $63,800.
b. $66,000.
c. $101,800.
d. $104,000.
23. What is the pro forma income (loss) before income 
taxes for February 1976?
a. ($3,700).
b. ($1,500).
c. $3,800.
d. $6,000.
24. What is the projected balance in accounts payable 
on February 29, 1976?
a. $82,500.
b. $86,250.
c. $90,000.
d. $106,500.
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25. A company uses the first-in, first-out method of 
costing in a process-costing system. Material is added at 
the beginning of the process in Department A, and 
conversion costs are incurred uniformly throughout the 
process. Beginning work-in-process inventory on April 1 
in Department A consisted of 50,000 units estimated to 
be 30% complete. During April, 150,000 units were 
started in Department A, and 160,000 units were com­
pleted and transferred to Department B. Ending work- 
in-process inventory on April 30 in Department A was 
estimated to be 20% complete. What were the total 
equivalent units in Department A for April for materials 
and conversion costs, respectively?
a. 150,000 and 133,000.
b. 150,000 and 153,000.
c. 200,000 and 133,000.
d. 200,000 and 153,000.
26. Freedom Corporation acquired a fixed asset at a 
cost of $100,000. The estimated life was four years, and 
there was no estimated salvage value. Assume a 
relevant interest rate of 8% and an income tax rate of 
40%. The present value of $1 at 8% is as follows:
Number o f Periods Present Value
.926
.857
.794
.735
What is the present value of the tax benefits resulting 
from using sum-of-the-years’-digits depreciation as 
opposed to straight-line depreciation on this asset?
a. $0.
b. $1,272.
c. $1,908.
d. $3,180.
27. If the coefficient of correlation between two vari­
ables is zero, how might a scatter diagram of these vari­
ables appear?
a. Random points.
b. A least squares line that slopes up to the right.
c. A least squares line that slopes down to the 
right.
d. Under this condition, a scatter diagram could 
not be plotted on a graph.
29. What is the appropriate range for the coefficient of 
correlation (r)?
a. 0 ≤  r ≤  1.
b. -1 ≤ r ≤  1.
c. -100 ≤ r ≤  100.
d. -infinity ≤  r ≤  infinity.
Items 30, 31 and 32 are based on the following in­
formation:
George Company is planning to acquire a new 
machine at a total cost of $30,600. The estimated life of 
the machine is six years, and estimated salvage value is 
$600. George Company estimates annual cash savings 
from using this machine will be $8,000. Assume the 
company’s cost of capital is 8% and its income tax rate is 
40%. The present value of $1 at 8% for six years is .630. 
The present value of an annuity of $1 in arrears at 8% for 
six years is 4.623.
30. What are the annual after tax net cash benefits of 
this investment?
a. $3,000.
b. $4,800.
c. $5,400.
d. $6,800.
31.  If the annual after tax net cash benefits of this in­
vestment were $5,000, what would the payback period 
be?
$30,000 ÷  $5,000.
$30,000 $8,000.
($30,000 ÷  $5,000) X the appropriate present- 
value factor.
($30,000 ÷  $8,000) X the appropriate present- 
value factor.
a.
b.
c.
d.
32. If the annual after tax net cash benefits of this in­
vestment were $5,000, what would the net present value 
of this investment be?
a. $7,485 negative.
b. $7,107 negative.
c. $7,107 positive.
d. $7,485 positive.
28. In a system of equations for a linear-programming 
model, what can be done to equalize an inequality such 
as 3X +  2Y ≤  15?
a. Nothing.
b. Add a slack variable.
c. Add a tableau.
d. Multiply each element by -1.
33. Which of the following techniques can be used to 
determine the variable and fixed portion of a company’s 
costs?
a. Game theory.
b. Queuing theory,
c. Regression analysis.
d. Poisson analysis.
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34. Your client wants your advice on which of two 
alternatives he should choose. One alternative is to sell 
an investment now for $10,000. Another alternative is to 
hold the investment three days after which he can sell it 
for a certain selling price based on the following prob­
abilities:
Selling Price
$5,000
$8,000
$12,000
$30,000
Probability
4.
.2
.3
.1
Using probability theory, which of the following is the 
most reasonable statement?
Hold the investment three days because the 
expected value of holding exceeds the current 
selling price.
Hold the investment three days because of the 
chance of getting $30,000 for it.
Sell the investment now because the current 
selling price exceeds the expected value of 
holding.
Sell the investment now because there is a 
60% chance that the selling price will fall in 
three days.
a.
b.
c.
d.
35. Yardley Corporation uses a joint process to 
produce products A, B, and C. Each product may be sold 
at its split-off point or processed further. Additional 
processing costs are entirely variable and are traceable 
to the respective products produced. Joint production 
costs for 1975 were $50,000 and are allocated by Yardley 
using the relative-sales-value at split-off approach. 
Relevant data follow:
36. For inventory management, ignoring safety 
stocks, which of the following is a valid computation of 
the reorder point?
a. The economic order quantity.
b. The economic order quantity multiplied by the 
anticipated demand during the lead time.
c. The anticipated demand during the lead time.
d. The square root of the anticipated demand 
during the lead time.
37. Watch Corporation manufactures products A, B, 
and C. The daily production requirements are shown 
below.
Hours Required per Unit 
______ per Department______
Profit per
Product Unit Machining Plating Polishing
A $10 1 1 1
B $20 3 1 2
C $30 2 3 2
Total hours per day 
per department 16 12 6
What is Watch’s objective function in determining daily 
production of each unit?
a. A +  B +  C ≤ $60.
b. $3A +  $6B +  $7C =  $60.
c. A +  B +  C ≤ Profit.
d. $10A +  $20B +  $30C =  Profit.
Product
Units
Produced
Sales 
Value A t 
Split-off
Sales Values and 
Additional Costs i f  
Processed Further
Sales
Values
Additional
Costs
A
B
C
20,000
15,000
15,000
$ 45,000
75,000
30,000 
$150,000
$60,000
98,000
62,000
$20,000
20,000
18,000
To maximize profits, which products should Yardley 
subject to further processing?
a. A only.
b. C only.
c. B and C only.
d. None, because of the joint costs.
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Your client, Liberty, Inc., has asked you to compute 
its corporate federal taxable income for the calendar 
year 1975 and to prepare a schedule reconciling its book 
income before federal income taxes to its federal taxable 
income. The book income before federal income taxes 
for the calendar year 1975 was computed as follows:
Number 3 (Estimated time-------50 to 60 minutes)
Gross margin (sales less cost of 
sales)
Operating expenses:
Depreciation $ 25,000
Charitable contributions 15,000
Amortization of goodwill 5,000
Other deductible expenses 
(not enumerated elsewhere) 165,000
Total operating expenses
Operating income
Other income (deductions):
$300,000
210,000
90,000
Interest received on state and
city bonds 3,500
Dividends received from
domestic corporations 4,000
Gains on disposals of fixed
assets 22,000
Loss on disposal of invest­
ments (28,600)
Total other income
Income before federal income 
taxes
900
$ 90,900
You have gathered the following additional 
information:
• The depreciation expense of $25,000 for book 
purposes was based on the straight-line method. Depre­
ciation expense for federal tax purposes was properly 
computed as $35,500 based on an accelerated method.
• The gains on disposals of fixed assets were com­
puted as follows:
Involuntary conversion (Machine A) 
Exchange (Machine B)
Condemnation of land used in business
$ 2,500 
2,400 
17,100
$22,000
Machine A had an undepreciated cost (adjusted 
basis) when destroyed of $9,200. Liberty used the 
insurance proceeds from Machine A to immediately 
replace it with a similar machine costing $9,700. Liberty 
elected the special tax provision for nonrecognition of 
part of the gain. Any gain recognized for federal tax 
purposes should be considered recaptured as ordinary 
income. Machine B had cost $38,000 in 1971. Total 
accumulated depreciation through the date of exchange 
was $19,600. Liberty exchanged Machine B and received 
$7,000 cash plus a similar machine with a fair market 
value of $21,000.
The gain on the condemnation of the land repre­
sents condemnation proceeds in excess of adjusted 
basis.
• The $28,600 loss on disposal of investments 
represents sales of stock in other corporations all held 
over six months.
• In 1974 (prior year), Liberty had made a large 
sale of ordinary-income property qualifying for the 
installment method of reporting for federal tax 
purposes. Liberty elected to report income under the 
installment method for federal tax purposes but 
reported the entire income in 1974 for book purposes. 
For 1975, the taxable portion of the 1975 installment 
collection is $8,000.
• Liberty paid dividends of $10,200 in 1975.
Required:
a. Beginning with gross margin, prepare a 
schedule computing Liberty’s 1975 corporate federal 
taxable income. Any possible alternative treatments 
should be resolved in a manner that will minimize 
taxable income. Show supporting computations in good 
form.
b. Prepare a schedule reconciling Liberty’s 1975 
book income before federal income taxes to its 1975 
federal taxable income. The schedule should have the 
following format:
Book income before federal income 
taxes $90,900
Adjustments:
Add:
Deduct:
Federal taxable income
Show supporting computations in good form.
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Accounting Practice—Part I
Number 4 consists of three un related parts.
Part a. The Topanga Manufacturing Company 
manufactures two products: Mult and Tran. At 
December 31, 1974, Topanga used the first-in, first-out 
(FIFO) inventory method. Effective January 1, 1975, 
Topanga changed to the last-in, first-out (LIFO) 
inventory method. The cumulative effect of this change 
is not determinable and, as a result, the ending inven­
tory of 1974 for which the FIFO method was used, is also 
the beginning inventory for 1975 for the LIFO method. 
Any layers added during 1975 should be costed by refer­
ence to the first acquisitions of 1975 and any layers 
liquidated during 1975 should be considered a per­
manent liquidation.
The following information was available from 
Topanga’s inventory records for the two most recent 
years;
Number 4 (Estimated time----- -40 to 50 minutes)
Mult Tran
Units Unit Cost Units Unit Cost
1974 purchases;
January 7 
April 16 
November 8 
December 13
1975 purchases;
February 11 
May 20 
October 15 
December 23
Units on hand;
December 31,
1974 
December 31,
1975
5,000
12,000
17,000
10,000
3,000
8,000 
20,000
15,000
16,000
$4.00
4.50
5.00
6.00
7.00 
7.50
8.00
22,000
18,500
23,000
15,500
14,500
13,000
$2.00
2.50
3.00
3.50
Required:
Compute the effect on income before income taxes 
for the year ended December 31, 1975, resulting from 
the change from the FIFO to the LIFO inventory method.
Part b. The Barometer Company manufactures 
one product. On December 31 , 1972, Barometer adopted 
the dollar-value LIFO inventory method. The inventory 
on that date using the dollar-value LIFO inventory 
method was $200,000.
Inventory data are as follows:
Year
1973
1974
1975
Inventory at 
respective year- Price index (base 
end prices year 1972)
$231,000
299,000
300,000
1.05
1.15
1.20
Required:
Compute the inventory at December 31 ,  1973, 1974, 
and 1975, using the dollar-value LIFO Method for each 
year.
Part c. The Jericho Variety Store uses the LIFO 
retail inventory method. Information relating to the 
computation of the inventory at December 31, 1975, 
follows:
Cost Retail
Inventory, January
1 , 1975 $ 29,000 $ 45,000
Purchases 120,000 172,000
Freight-in 20,000
Sales 190,000
Net markups 40,000
Net markdowns 12,000
Required:
Assuming that there was no change in the price 
index during the year, compute the inventory at 
December 31, 1975 using the LIFO retail inventory 
method.
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Number 5 consists of two unrelated parts.
Part a. The Dahlia Company has two divisions, 
the Astor Division which started operating in 1973 and 
the Tulip Division which started operating in 1974. The 
Astor Division leases medical equipment to hospitals. 
All of its leases are appropriately recorded as operating 
leases for accounting purposes except for a major lease 
entered into on January 1, 1975, which is appropriately 
recorded as a sale for accounting purposes.
Under long-term contracts. Tulip constructs waste 
water treatment plants for small communities through­
out the United States. All of its long-term contracts are 
appropriately recorded for accounting purposes under 
the percentage-of-completion method except for two 
contracts which are appropriately recorded for account­
ing purposes under the completed-contract method 
because of a lack of dependable estimates at the time of 
entering into these contracts.
For the year ended December 31, 1975, the 
following information is available:
Astor Division:
Operating L eases
Revenues from operating leases were $800,000. 
The cost of the related leased equipment is $3,700,000 
which is being depreciated on a straight-line basis over a 
five-year period. The estimated residual value of the 
leased equipment at the end of the five-year period is 
$200,000. No leased equipment was acquired or 
constructed in 1975. Maintenance and other related 
costs and the costs of any other services rendered under 
the provisions of the leases were $70,000 in 1975.
Number 5 (Estimated time------50 to 60 minutes)
The January 1 , 1975, lease recorded as a sale is for a 
six-year period expiring December 31, 1980. The cost of 
this leased equipment is $3,500,000. This leased 
equipment is estimated to have no residual value at the 
end of the lease. Maintenance and other related costs 
and the costs of any other services rendered under the 
provisions of this lease, all of which were paid by the 
lessee, were $120,000 in 1975. Equal annual payments 
under the lease are $750,000 and are due on January 1. 
The first payment was made on January 1, 1975. The 
present value of an annuity of $1 in advance at 10% is as 
follows:
Lease R ecorded as a Sale
Number of Periods
5
6 
7
Present Value
4.170
4.791
5.355
Tulip Division:
Long-Term Contracts —
Percentage-of-Completion Method
Long-term contracts recorded under the percent­
age-of-completion method aggregate $6,000,000. Costs 
incurred on these contracts were $1,500,000 in 1974 and 
$3,000,000 in 1975. Estimated additional costs of 
$1,000,000 are required to complete these contracts. 
Revenues of $1,740,000 were recognized in 1974 and a 
total of $4,800,000 has been billed of which $4,600,000 
has been collected. No long-term contracts recorded 
under the percentage-of-completion method were com­
pleted in 1975.
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The two long-term contracts recorded under the 
completed-contract method were started in 1974. One is 
a $5,000,000 contract. Costs incurred were $1,400,000 in
1974 and $1,600,000 in 1975. A total of $3,100,000 has 
been billed and $2,800,000 collected. Although it is 
difficult to estimate the additional costs required to com­
plete this contract, indications are that this contract will 
prove to be profitable.
The second contract is for $4,000,000. Costs 
incurred were $1,200,000 in 1974 and $2,600,000 in
1975. A total of $3,300,000 has been billed and 
$2,900,000 collected. Although it is difficult to estimate 
the additional costs required to complete this contract, 
indications are that there will be a loss of approximately 
$550,000.
Long-Term Contracts  —  C om pleted-C ontractM ethod
Dahlia Company:
Selling, general, and administrative expenses ex­
clusive of amounts specified earlier, were $600,000 in
1975.
Other income exclusive of amounts specified 
earlier, was $50,000 in 1975.
Required:
Prepare an income statement of the Dahlia Com­
pany for the year ended December 31, 1975, stopping at 
income (loss) before income taxes. Show supporting 
schedules and computations in good form. Ignore 
income tax and deferred tax considerations. Footnotes 
are not required.
Part b. The Birch Company sells computers. On 
January 1, 1975, Birch entered into an installment sale 
contract with the Grove Company for a seven-year 
period expiring December 31, 1981. Equal annual pay­
ments under the installment sale are $1,000,000 and are 
due on January 1. The first payment was made on 
January 1, 1975.
Additional information is as follows:
• The cash selling price of the computer; i.e., the 
amount that would be realized on an outright sale, is 
$5,355,000.
• The cost of sales relating to the computer is 
$4,284,000.
• The finance charges relating to the installment 
period are $1,645,000 based on a stated interest rate of 
10% which is appropriate. For tax purposes, Birch 
appropriately uses the accrual basis for recording 
finance charges.
• Circumstances are such that the collection of the 
installment sale is reasonably assured.
• The installment sale qualifies for the installment 
method of reporting for tax purposes.
• Assume that the income tax rate is 40%.
Required:
1. What income (loss) before income taxes should 
Birch appropriately record as a result of this transaction 
for the year ended December 31, 1975? Show supporting 
computations in good form.
2. What provision for deferred income taxes, if 
any. should Birch appropriately record as a result of this 
transaction for the year ended December 3 1 , 1975? Show 
supporting computations in good form.
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Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING PRACTICE----- PART II
May 6 ,  1976; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
Total
40 50
40 50
40 50
50 60
50 60
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose scratch 
sheets may result in loss of grading points. Scratch 
sheets need not have page numbers, but you should 
show the question number and place them immedi­
ately following the question to which they relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top 
left corner. All fourteen-column sheets should then 
be wrapped around the back of the papers,
4. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is to 
test the candidate’s knowledge and application of 
the subject matter, the ability to organize and pre­
sent such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer for 
each item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
$5,100,000.
$5,200,000.
$5,260,000.
Number 1 (Estimated time------40 to 50 minutes)
b.
c.
d.
Answer Sheet
97.
Items to be Answered
1. The Shamus Company was organized on January
2 ,  1975, and issued the following stock:
• 200,000 shares of $5 par value common stock at 
$12 per share (authorized 200,000 shares).
• 50,000 shares of $10 par value fully participating 
4% cumulative preferred stock at $25 per share 
(authorized 150,000 shares).
The net income for 1975 was $420,000 and cash 
dividends of $72,000 were declared and paid in 1975.
What were the dividends paid on the preferred and 
common stock, respectively?
a. $20,000 and $52,000.
b. $24,000 and $48,000.
c. $46,000 and $26,000.
d. $72,000 and $0.
2. During 1975, the Copy Company, which uses the 
allowance method of accounting for uncollectible 
accounts, had charges to Bad Debt Expense of $65,000 
and wrote off,as uncollectible, accounts receivable of 
$50,000.
As a result of these transactions, working capital 
was decreased by
a. $0.
b. $15,000.
c. $50,000.
d. $65,000.
3. On June 30, 1973, Leaf Corporation granted 
compensatory stock options for 10,000 shares of its $24 
par value common stock to certain of its key employees. 
The market price of the common stock on that date was 
$31 per share and the option price was $28. The options 
are exercisable beginning January 1, 1976, providing 
those key employees are still in the employ of the 
Company at the time the options are exercised. The 
options expire on June 30, 1977.
On January 4, 1976, when the market price of the 
stock was $36 per share, all 10,000 options were 
exercised.
What should be the amount of compensation 
expense recorded by Leaf Corporation for the calendar 
year 1975?
a. $0.
b. $7,500.
c. $12,000.
d. $30,000.
4. On January 1, 1975, The Jonas Company sold 
equipment to its wholly-owned subsidiary, Neptune 
Company, for $1,800,000. The equipment cost Jonas 
$2,000,000; accumulated depreciation at the time of sale 
was $500,000. Jonas was depreciating the equipment on 
the straight-line method over 20 years with no salvage 
value, a procedure which Neptune continued. On the 
consolidated balance sheet at December 31, 1975, the 
cost and accumulated depreciation, respectively, should 
be
a. $1,500,000 and $600,000.
b. $1,800,000 and $100,000.
c. $1,800,000 and $500,000.
d. $2,000,000 and $600,000.
5. Oval Company was organized in late 1974 and 
began operations on January 1, 1975. The Company is 
engaged in conducting market research studies on 
behalf of manufacturers. Prior to the start of operations, 
the following costs were incurred:
Attorney’s fees in connection with 
organization of Company 
Improvements to leased offices 
prior to occupancy 
Meetings of incorporators, 
state filing fees and other 
organization expenses
$ 9,000 
6,000
5,000
$20,000
The Company has decided to record amortization 
of organization costs over the maximum period allow­
able under generally accepted accounting principles.
What should be the amount of organization costs 
amortized for 1975?
a. $350.
b. $500.
c. $2,800.
d. $4,000.
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6. On April 1, 1976, The Ash Company paid $400,000 
for all the issued and outstanding common stock of Tray 
Corporation in a transaction properly accounted for as a 
purchase. The assets and liabilities of Tray Corpora­
tion on April 1, 1976, follow:
Cash $ 40,000
Inventory 120,000
Property and equipment (net of 
accumulated depreciation of 
$160,000) 240,000
Liabilities (90,000)
On April 1, 1976, it was determined that the 
inventory of Tray had a fair value of $95,000, and the 
property and equipment (net) had a fair value of 
$280,000.
What should be the amount recorded as goodwill 
by Ash as a result of the business combination?
a. $0.
b. $25,000.
c. $75,000.
d. $90,000.
7. The Apex Company purchased a tooling machine 
in 1965 for $30,000. The machine was being depreciated 
on the straight-line method over an estimated useful life 
of twenty years, with no salvage value.
At the beginning of 1975, when the machine had 
been in use for ten years, the Company paid $5,000 to 
overhaul the machine. As a result of this improvement, 
the Company estimated that the useful life of the 
machine would be extended an additional five years.
What should be the depreciation expense recorded 
for the above machine in 1975?
a. $1,000.
b. $1,333.
c. $1,500.
d. $1,833.
8. The capital accounts for the partnership of Lance 
and Dey at October 31, 1975, are as follows:
Lance, capital $ 80,000
Dey, capital 40,000
$120,000
The partners share profits and losses in the ratio of 
6:4, respectively.
The partnership is in desperate need of cash, and 
the partners agree to admit Carey as a partner with a 
one-third interest in the capital and profits and losses 
upon his investment of $30,000. Immediately after 
Carey’s admission, what should be the capital balances 
of Lance, Dey, and Carey respectively, assuming 
goodwill is not to be recognized?
a. $50,000; $50,000; $50,000.
b. $60,000; $60,000; $60,000.
c. $66,667; $33,333; $50,000.
d. $68,000; $32,000; $50,000.
9. Ethel Corporation issued voting common stock 
with a stated value of $90,000 in exchange for all of the 
outstanding common stock of Lum Company. The 
combination was properly accounted for as a pooling of 
interests.
The stockholders’ equity section of Lum Company at 
the date of the combination was as follows:
Common stock 
Capital contributed in excess 
of stated value 
Retained earnings
$ 70,000
7,000
50,000
$127,000
What should be the increase in stockholders’ 
equity of Ethel Corporation at the date of acquisition as a 
result of this business combination?
a. $0.
b. $37,000.
c. $90,000.
d. $127,000.
10. On January 2, 1976, Wilbur Delivery Company 
traded in an old delivery truck for a newer model. Data 
relative to the old and new trucks follow:
Old Truck 
Original cost
Accumulated depreciation as of 
January 2 ,  1976 
Average published retail value
New Truck
List price
Cash price without trade in 
Cash paid with trade in
$ 8,000
6,000
1,700
10,000
9,000
7,800
What should be the cost of the new truck for 
financial-accounting purposes?
a. $9,000.
b. $9,500.
c. $9,800.
d. $10,000.
11. Sherman Company purchased a new machine on 
May 1, 1967 for $25,000. At the time of acquisition, the 
machine was estimated to have a useful life of ten years 
and an estimated salvage value of $1,000.
The Company has recorded monthly depreciation 
using the straight-line method.
On March 1, 1976, the machine was sold for $800. 
What should be the loss recognized from the sale of 
the machine?
a. $0.
b. $2,000.
c. $3,000.
d. $3,400.
14
Accounting Practice  — Part II
12. On January 1, 1975, the Swing Company 
purchased at book value 100,000 shares (20%) of the 
voting common stock of Harpo Instruments, Inc., for 
$1,200,000. Direct costs associated with the purchase 
were $50,000. On December 1, 1975, the Board of 
Directors of Harpo declared a dividend of $2 per share 
payable to holders of record on December 28, 1975. The 
net income of Harpo for the year ended December 31,
1975, was $1,600,000.
What should be the balance in Swing’s “ Invest­
ment in Harpo Instruments, Inc.,” account at 
December 31, 1975?
a. $1,200,000.
b. $1,250,000.
c. $1,370,000.
d. $1,520,000.
13. On June 13, 1975, a fire destroyed the entire 
uninsured merchandise inventory of the S & R 
Merchandising Company. The following data are 
available:
Inventory, January 1 $ 20,000
Purchases, January 1 through 
June 13 140,000
Sales, January 1 through June 13 194,000 
Markup percentage on cost 25 %
What should be the approximate inventory loss as 
a result of the fire?
a. $4,800.
b. $6,800.
c. $8,500.
d. $14,500.
14. Frank and Moore are partners who share profits 
and losses equally in a highly successful partnership. 
The capital accounts of Frank and Moore have tripled in 
five years and at present stand at $90,000 and $60,000, 
respectively. Swoop desires to join the firm and offered 
to invest $50,000 for a one-third interest in the capital 
and profits and losses of the firm. Frank and Moore 
declined this offer but extended a counter offer to Swoop 
of $70,000 for a one-fourth interest in the capital and 
profits and losses of the firm. If Swoop accepted this 
offer and goodwill is recorded, what should be the 
balances in the capital accounts of Frank and Moore 
after Swoop’s admission?
a. Frank $90,000; Moore $60,000.
b. Frank $97,500; Moore $67,500.
c. Frank $100,000; Moore $70,000.
d. Frank $120,000; Moore $90,000.
15. For the year 1975, the gross profit of Dumas 
Company was $96,000; the cost of goods manufactured 
was $340,000; the beginning inventories of goods in 
process and finished goods were $28,000 and $45,000, 
respectively; and the ending inventories of goods in 
process and finished goods were $38,000 and $52,000, 
respectively. The sales of Dumas Company for 1975 
must have been
a. $419,000.
b. $429,000.
c. $434,000.
d. $436,000.
Number 2 (Estimated time----- 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to the federal Income taxation of 
individuals. Use a soft pencil, preferably No. 2, to 
blacken the appropriate space on the separate printed 
answer sheet to indicate your answer. The answers 
should be selected in accordance with the current 
Internal Revenue Code and Tax Regulations. Mark only 
one answer for each item. Answer all items. Your grade 
will be based on your total correct answers.
Items to be Answered
16. On March 10 , 1975, James Rogers sold 300 shares 
of Red Company common stock for $4,200. Rogers 
acquired the stock in 1972 at a cost of $5,000.
On April 4 ,  1975, he repurchased 300 shares of Red 
Company common stock for $3,600 and held them until 
July 18, 1975, when he sold them for $6,000.
How should Rogers report the above transactions 
for 1975?
a, A long-term capital loss of $800.
b . A long-term capital gain of $1,000.
c, A long-term capital gain of $1,600.
d, A long-term capital loss of $800 and a short­
term capital gain of $2,400.
e . None of the above.
17. Under the provisions of the 1974 Pension Reform 
Act, contributions to a qualified retirement plan on 
behalf of a self-employed individual are limited to
a. 10% of earned income.
b. 15% of earned income, with a $750 minimum.
c. 10% of earned income or $2,500, whichever 
is less.
d. 15% of earned income or $7,500, whichever 
is less.
e. None of the above.
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18. Stanley Garret purchased 1,000 shares of Pat 
Corporation common stock at $5 per share in 1972. On 
September 19, 1975, he received 1,000 stock rights 
entitling him to buy 250 additional shares of Pat 
Corporation common stock at $10 per share. On the day 
that the rights were issued, the fair market value of the 
stock was $12 per share ex-rights and that of the rights 
was $1 each. Garret did not exercise the rights; he let 
them expire on November 28, 1975.
What should be the loss that Garret can report for 
1975?
a. A long-term capital loss of $250.
b. A short-term capital loss of $250.
c. A long-term capital loss of $1,000.
d. A short-term capital loss of $1,000.
e. None of the above.
21. During 1975, Carmine Gross purchased the 
following long-term investments at par:
$5,000 general obligation bonds of Lane City 
(wholly tax exempt)
$5,000 debentures of Rigor Corporation
He financed these purchases by obtaining a loan 
from the National Bank for $10,000.
For the year 1975, he paid the following amounts as 
interest expense:
National Bank
Interest on mortgage
Interest on installment purchases
$ 800 
2,000 
__ 200
$3,000
19.  Richard Charles, age 29, single with no 
dependents, started his own business in 1975 as a sole 
proprietor. For the year 1975 he incurred a loss from this 
business. During the year he withdrew a total of $8,000 
from the business. In addition he earned interest on 
bank deposits of $1,250.
His taxable loss for 1975 was $17,300 after 
deducting his itemized deductions for interest and taxes 
of $2,800, and his personal exemption of $750.
What should be his net operating loss for the 
calendar year 1975?
a. $9,300.
b. $10,550.
c. $15,000.
d. $17,300.
e. None of the above.
20. Burt Morgan’s adjusted gross income for 1975 was 
$30,000. On December 10, 1975, he made the following 
contributions to qualified charitable organizations:
Cash $700
100 shares of common stock of Cal Company 
(acquired on October 22, 1975, at a cost of 
$500)
The fair market value of the donated common stock 
on December 10, 1975, was $900.
What should be Morgan’s deduction for charitable 
contributions for 1975?
a. $1,100.
b. $1,200.
c. $1,400.
d. $1,600.
e. None of the above.
What should be the amount that Gross can deduct 
as interest expense for 1975?
a. $2,200.
b. $2,600.
c. $2,800.
d. $3,000.
e. None of the above.
22. In January 1975, Sharon Lee was awarded a 
post-graduate grant of $5,000 by a tax-exempt educa­
tional foundation. Ms. Lee is not a candidate for a degree 
and was awarded the grant to continue her research. The 
grant is for the period April 1, 1975, through November
30, 1976.
On April 1, 1975, she elected to receive the full 
amount of the grant. What amount should be included in 
her gross income for 1975?
a. $0.
b. $2,300.
c. $2,700.
d. $5,000.
e. None of the above.
23. On December 31, 1975, Henry Long, a sole 
proprietor, sold for $65,000 a machine that was used in 
his business. The machine had been purchased in 1972 
for $50,000, and,when it was sold, it had an adjusted 
basis of $30,000.
For the year 1975, how should this gain be treated?
a. Ordinary income of $35,000.
b. A section 1231 gain of $35,000.
c. A section 1231 gain of $20,000 and ordinary 
income of $15,000.
d. A section 1231 gain of $15,000 and ordinary 
income of $20,000.
e. None of the above.
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24. John Harris was injured in an automobile accident 
on April 7, 1975, and was hospitalized for a period of ten 
days. He continued his convalescence at home until 
April 28, 1975, when he returned to work. During this 
three-week period, he was paid $1,200 under a wage 
continuation plan established by his employer. His 
weekly salary for a five-day week is $400.
What should be the amount of sick pay that Harris 
can exclude from gross income for 1975?
a. $300.
b. $420.
c. $800.
d. $1,200.
e. None of the above.
25. Irving Press died on December 2 ,  1974. In his will, 
he left 5,000 shares of Vichy Corporation common stock 
to his daughter Celia. The stock was acquired by Press in
1971 for $20,000. At the time of his death, the stock had a 
fair market value of $25,000. The executor of the will 
elected to value the stock at the date of Press’s death. On 
January 21, 1975, the stock was distributed to Press’s 
daughter, when the fair market value was $26,000.
What should be the basis of the stock to Press’s 
daughter?
a. $5,000.
b. $20,000.
c. $25,000.
d. $26,000.
e. None of the above.
26. David Price owned machinery which he had 
acquired in 1972 at a cost of $100,000. During 1975, the 
machinery was destroyed by fire. At that time it had an 
adjusted basis of $86,000. The insurance proceeds 
awarded to Price amounted to $125,000, and he 
immediately acquired a similar machine for $110,000.
What should Price report as ordinary income 
resulting from the involuntary conversion for 1975?
a. $14,000.
b. $15,000.
c. $25,000.
d. $39,000.
e. None of the above.
27. On January 1, 1975, Dan Welby, a widower and a 
sole proprietor, purchased a new machine for $30,000 to 
be used in his business. The machine was estimated to 
have a useful life of 10 years with a salvage value of 
$2,500. Welby, who uses the straight-line method of 
depreciation, elected to record additional first-year 
depreciation in 1975.
What should be the total maximum depreciation 
expense that Welby can deduct for this machine in 1975?
a. $2,750.
b. $3,000.
c. $4,800.
d. $6,000.
e. None of the above.
28. John Morris, a widower, had adjusted gross 
income of $16,000 in 1975. Morris is 66 and has two 
dependents.
In examining his records, the following allowable 
deductions were compiled:
Medical expenses (in excess of 3%
limitation) $1,100
Contributions 200
State and local taxes paid 700
$2,000
What should be his taxable income for 1975, using 
the maximum deductions allowable?
a. $10,440.
b. $11,000.
c. $11,190.
d. $11,750.
e. None of the above.
29. Esther Harris was the sole beneficiary of a 
$100,000 (face amount) insurance policy on the life of her 
husband who died in January 1975. The policy provided 
that the proceeds of the policy would be held by the 
insurance company under an agreement to pay interest 
to Mrs. Harris; and that the principal and interest would 
then be remitted to her in five annual installments. On 
March 1, 1975, she received the first installment in the 
amount of $25,000.
What should be the amount to be excluded from 
her gross income for 1975?
a. $0.
b. $20,000.
c. $21,000.
d. $25,000.
e. None of the above.
30. Roger Morse is a self-employed home appliance 
dealer who derives most of his gross income from sales 
of merchandise on the installment basis. During 1973, 
Morse recorded installment sales of $120,000. The cost 
of these sales was $80,000, excluding selling and 
administrative expenses of $10,000, which were 
incurred and paid in 1973. Collections of the 1973 sales 
were made as follows:
1973
1974
1975
$20,000
$64,000
$36,000
What should be the amount of income that Morse 
should report for 1975 with respect to the 1973 
installment sales?
a. $7,800.
b. $10,000.
c. $10,800.
d. $12,000.
e. None of the above.
17
Examination Questions— May 1976
31. James Turner is a self-employed manufacturers’ 
representative. During 1975, his car,which he used 70% 
of the time for business and 30% for pleasure, was 
totally destroyed in an accident.
The car had a fair market value of $3,900 when 
destroyed, which was less than the car’s adjusted basis. 
Turner received only $3,000 as a recovery from his 
insurance company.
What should be the amount of the casualty loss 
deduction that Turner can report as an itemized 
deduction for 1975?
a. $0.
b. $170.
c. $270.
d. $900.
e. None of the above.
Number 3 (Estimated time----- 40 to 50 minutes)
The following summary of transactions was taken 
from the accounts of the Annaville School District 
General Fund before the books had been closed for the 
fiscal year ended June 30, 1975:
Post-closing Pre-closing
Balances Balances
June 30, June 30,
1974 1975
Cash $400,000 $ 700,000
Taxes receivable 
Estimated uncollectible
150,000 170,000
taxes (40,000) (70,000)
Estimated revenues - 3,000,000
Expenditures - 2,842,000
Expenditures—prior year - -
Encumbrances - 91,000
$510,000 $6,733,000
Vouchers payable $ 80,000 $ 408,000
Due to other funds 210,000 142,000
Reserve for encumbrances 60,000 91,000
Fund balance 160,000 182,000
Revenues from taxes - 2,800,000
Miscellaneous revenues - 130,000
Appropriations - 2,980,000
$510,000 $6,733,000
Additional Information:
• The estimated taxes receivable for the year 
ended June 30, 1975, were $2,870,000, and taxes 
collected during the year totaled $2,810,000.
• An analysis of the transactions in the vouchers 
payable account for the year ended June 30, 1975, 
follows:
Current expenditures 
Expenditures for prior year 
Vouchers for payment to 
other funds 
Cash payments during year
Net change
Debit (Credit)
$(2,700,000)
(58,000)
(210,000)
2,640,000
$ (328,000)
• During the year the General Fund was billed 
$142,000 for services performed on its behalf by other 
city funds.
• On May 2, 1975, commitment documents were 
issued for the purchase of new textbooks at a cost of 
$91,000.
Required:
Based upon the data presented above, reconstruct 
the original detailed journal entries that were required 
to record all transactions for the fiscal year ended June 
30, 1975, including the recording of the current year’s 
budget. Do not prepare closing entries at June 30, 1975.
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Number 4 (Estimated time- - 50 to 60 minutes)
The following schedule showing net changes in 
balance-sheet accounts at December 31 , 1975, compared 
to December 3 1 , 1974, was prepared from the records of 
The Sodium Company. The statement of changes in 
financial position for the year ended December 31, 1975, 
has not yet been prepared.
Assets
Net Change 
Increase (Decrease)
Cash
Accounts receivable, net 
Inventories 
Prepaid expenses 
Property, plant and equipment, 
net
Total assets
Liabilities
Accounts payable 
Notes payable - current 
Accrued expenses 
Bonds payable 
Less: Unamortized bond 
discount
Total liabilities
Stockholders' Equity
Common stock, $10 par value 
Capital contributed in excess 
of par value 
Retained earnings 
Appropriation of retained earnings 
for possible future inventory price 
decline
Total stockholders’ equity
Total liabilities and stockholders’ 
equity
$ 50,000
76,000
37,000 
1,000
64,000 
$228,000
$(55,500)
(15,000) 
33,000
(28,000)
(1,200)
(64,300)
500,000
200,000 
(437,700)
30,000
292,300
$228,000
1. The net income for the year ended December
31, 1975, was $172,300. There were no extraordinary 
items.
2. During the year ended December 31, 1975, 
uncollectible accounts receivable of $26,400 were 
written off by a charge to allowance for doubtful 
accounts.
3. A comparison of property, plant and equip­
ment as of the end of each year follows:
Net
December 31, Increase 
1975 1974 (Decrease)
Additional Information:
Property, plant and 
equipment 
Less: Accumulated 
depreciation
Property, plant and 
equipment, net
$570,500 $510,000 $60,500 
224,500 228,000 (3,500)
$346,000 $282,000 $64,000
During 1975, machinery was purchased at a cost of 
$45,000. In addition, machinery that was acquired in
1968 at a cost of $48,000 was sold for $3,600. At the date 
of sale, the machinery had an undepreciated cost of 
$4,200. The remaining increase in property, plant and 
equipment resulted from the acquisition of a tract of land 
for a new plant site.
4. The bonds payable mature at the rate of 
$28,000 every year.
5. In January 1975, the Company issued an 
additional 10,000 shares of its common stock at $14 per 
share upon the exercise of outstanding stock options 
held by key employees. In May 1975, the Company 
declared and issued a 5% stock dividend on its 
outstanding stock. During the year, a cash dividend was 
paid on the common stock. On December 3 1 , 1975, there 
were 840,000 shares of common stock outstanding.
6. The appropriation of retained earnings for 
possible future inventory price decline was provided by a 
charge against retained earnings, in anticipation of an 
expected future drop in the market related to goods in 
inventory.
Required:
a. Prepare a statement of changes in financial 
position for the year ended December 31, 1975, based 
upon the information presented above. The statement 
should be prepared using a working capital format.
b. Prepare a schedule of changes in working 
capital for the year 1975.
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Number 5 consists of three unrelated parts.
Part a. You have acquired the following data for the calendar years 1974 and 1975 for Celebration, Inc.:
Examination Questions— May 1976
1974 1975
Dollar
Increase
Sales
Cost of goods 
sold
Gross margin 
Unit selling price
$750,000 100% 
495,000 66
$255,000 34%
$10
$840,000 100% 
560,000 66⅔
$280,000 33⅓%
$12
$90,000
65,000
$25,000
Required:
Prepare a statement in good form which analyzes the variations in sales and cost of goods sold between 1974 and 1975.
Part b. Management of Bicent Company uses the 
following unit costs for the one product it manufactures:
Projected Cost per Unit
Direct material (all variable) $30.00
Direct labor (all variable) 19.00
Manufacturing overhead:
Variable cost 6.00
Fixed cost (based on 10,000
units per month) 5.00
Selling, general and administrative:
Variable cost 4.00
Fixed cost (based on 10,000
units per month) 2.80
The projected selling price is $80 per unit. The fixed 
costs remain fixed within the relevant range of 4,000 to 
16,000 units of production.
Management has also projected the following data 
for the month of June 1976:
Beginning inventory 
Production
Available
Sales
Ending inventory
Units
2,000
9,000
11,000
7,500
3,500
Required:
Prepare projected income statements for June 1976 
for management purposes under each of the following 
product-costing methods:
1. Absorption costing with all variances charged 
to cost of goods sold each month.
2. Direct (variable) costing.
Supporting schedules calculating inventoriable 
production costs per unit should be presented in good 
form. Ignore Income taxes.
Part c. Freedom, Inc., management has per­
formed cost studies and projected the following annual 
costs based on 40,000 units of production and sales:
Direct material 
Direct labor 
Manufacturing 
overhead 
Selling, general 
and administra­
tive
Total
Annual
Costs
$400,000
360,000
300,000
200,000
Percent of 
Variable Portion of 
Total Annual Costs
100%
75
40
25
Required:
1. Compute Freedom’s unit selling price that will 
yield a projected 10% profit if sales are 40,000 units.
2. Assume that management selects a selling 
price of $30 per unit (40,000 units). Compute Freedom’s 
dollar sales that will yield a projected 10% profit on sales 
assuming the above variable-fixed costs relationships 
are valid.
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NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
All questions are required: Minimum Maximum
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No. 4 ....................................................................................  15
No. 5 ....................................................................................  15
No. 6 ....................................................................................  15
No. 7 ....................................................................................  1 5
T o ta l............................................................................  150
35
35
35
25
25
25
30
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INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is to 
test the candidate’s knowledge and application of 
the subject matter, the ability to organize and pre­
sent such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer ail items. Your grade will be based on your 
total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor
a. Inspect all fixed assets acquired during the 
year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the 
existing internal control.
May not solicit clients.
Number 1 (Estimated time------30 to 35 minutes)
d.
96. a.
Answer Sheet
Items to be Answered
d.
1. Because an expression of opinion as to certain iden­
tified items in financial statements tends to overshadow 
or contradict a disclaimer of opinion or adverse opinion, 
it is inappropriate for an auditor to issue
a. A piecemeal opinion.
b. An unqualified opinion.
c. An “except for” opinion.
d. A “subject to” opinion.
2. It is less likely that a disclaimer of opinion would be 
issued when the auditor has reservations arising from
a. Inability to apply necessary auditing pro­
cedures.
b. Uncertainties,
c. Inadequate internal control.
d. Lack of independence.
4. For which of the following accounting changes 
would an auditor’s report normally not contain a consis­
tency qualification?
a. A change in principle which does not result in 
non-comparable statements because the pre­
vious year’s statements are not presented.
b. A change to a principle required by a new 
FASB pronouncement.
c. A change in principle properly reported by 
restating the financial statements of prior 
years.
d. A change in an accounting estimate.
5. Which of the following is an invalid concept of 
internal control?
a. In cases where a person is responsible for all 
phases of a transaction there should be a clear 
designation of that person’s responsibility.
b. The recorded accountability for assets should 
be compared with the existing assets at reason­
able intervals and appropriate action should be 
taken if there are differences.
c. Accounting control procedures may appro­
priately be applied on a test basis in some 
circumstances.
d. Procedures designed to detect errors and irreg­
ularities should be performed by persons other 
than those who are in a position to perpetrate, 
them.
6. Which of the following groups does not have the 
responsibility to decide whether reports on an auditor’s 
evaluation of internal accounting control would be useful 
to the general public?
a. Regulatory agencies.
b. Directors.
c. Officers.
d. Stockholders.
7. The auditor generally gives most emphasis to ratio 
and trend analysis in the examination of the statement of
a. Retained earnings.
b. Income.
c. Financial position.
d. Changes in financial position.
3. In connection with the study and evaluation of 
internal control during an examination of financial state­
ments, the independent auditor
a. Gives equal weight to internal accounting and 
administrative control.
b. Emphasizes internal administrative control.
c. Emphasizes the separation of duties of client 
personnel.
d. Emphasizes internal accounting control.
8. A well-designed system of internal control that is 
functioning effectively is most likely to detect an irregu­
larity arising from
a. The fraudulent action of several employees. 
The fraudulent action of an individual 
employee.
Informal deviations from the official organiza­
tion chart.
d. Management fraud.
b.
c.
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9. The standard bank cash confirmation form 
requests all of the following except
a. Maturity date of a direct liability.
b. The principal amount paid on a direct liability.
c. Description of collateral for a direct liability.
d. The interest rate of a direct liability.
10. An auditor’s client has violated a minor require­
ment of its bond indenture which could result in the 
trustee requiring immediate payment of the principal 
amount due. The client refuses to seek a waiver from the 
bond trustee. Request for immediate payment is not 
considered likely. Under these circumstances the 
auditor must
a. Require classification of bonds payable as a 
current liability.
b. Contact the bond trustee directly.
c. Disclose the situation in the auditor’s report,
d. Obtain an opinion from the company’s 
attorney as to the likelihood of the trustee’s 
enforcement of the requirement.
11. Which of the following best describes a fundamen­
tal control weakness often associated with electronic 
data processing systems?
a. Electronic data processing equipment is more 
subject to systems error than manual process­
ing is subject to human error.
b. Electronic data processing equipment pro­
cesses and records similar transactions in a 
similar manner.
c. Electronic data processing procedures for de­
tection of invalid and unusual transactions are 
less effective than manual control procedures.
d. Functions that would normally be separated 
in a manual system are combined in the 
electronic data processing system.
12. In connection with an audit of financial statements 
by an independent CPA, the client suggests that mem­
bers of the internal audit staff be utilized to minimize ex­
ternal audit costs. It would be inappropriate for the CPA 
to delegate which of the following tasks to the internal 
audit staff?
a. Selection of accounts receivable for confirma­
tion, based upon decision rules established by 
the independent CPA and with appropriate 
supervision by the CPA.
b. Investigation of negative accounts receivable 
responses, for later review by the independent 
CPA.
c. Preparation of an accounts receivable aging 
schedule.
d. Determination of the adequacy of the allow­
ance for uncollectible accounts.
13. For what minimum period should audit working 
papers be retained by the independent CPA?
a. For the period during which the entity remains 
a client of the independent CPA.
b. For the period during which an auditor-client 
relationship exists but not more than six years.
c. For the statutory period within which legal 
action may be brought against the independent 
CPA.
d. For as long as the CPA is in public practice.
14. The financial management of a company should 
take steps to see that company investment securities are 
protected. Which of the following is not a step that is 
designed to protect investment securities?
a. Custody of securities should be assigned to 
persons who have the accounting responsibility 
for securities.
b. Securities should be properly controlled 
physically in order to prevent unauthorized 
usage.
c. Access to securities should be vested in more 
than one person.
d. Securities should be registered in the name of 
the owner.
15. Fox, CPA, is succeeding Tyrone, CPA, on the audit 
engagement of Genesis Corporation. Fox plans to 
consult Tyrone and to review Tyrone’s prior-year 
working papers. Fox may do so if
a. Tyrone and Genesis consent.
b. Tyrone consents.
c. Genesis consents.
d. Tyrone and Fox consent.
16. Which of the following would be an inappropriate 
addressee for an auditor’s report?
a . The corporation whose financial statements 
were examined.
b. A third party, even if the third party is a client 
who engaged the auditor for examination of a 
non-client corporation.
c. The president of the corporation whose finan­
cial statements were examined.
d . The stockholders of the corporation whose 
financial statements were examined.
17. An advantage of manual processing is that human 
processors may note data errors and irregularities. To 
replace the human element of error detection associated 
with manual processing, a well-designed electronic data 
processing system should introduce
a. Programmed limits.
b. Dual circuitry.
c. Echo checks.
d. Read after write.
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18. In comparison to the external auditor, an internal 
auditor is more likely to be concerned with
a. Internal administrative control.
b. Cost accounting procedures.
c. Operational auditing.
d. Internal accounting control.
19. Which of the following is not a problem associated 
with the use of test decks for computer-audit purposes?
a. Auditing through the computer is more 
difficult than auditing around the computer.
b. It is difficult to design test decks that incorpor­
ate all potential variations in transactions.
c. Test data may be commingled with live data 
causing operating problems for the client.
d. The program with which the test data are pro­
cessed may differ from the one used in actual 
operations.
20. The purpose of tests for compliance is to provide 
reasonable assurance that the accounting control pro­
cedures are being applied as prescribed. The sampling 
method that is most useful when testing for compliance is
a. Judgment sampling.
b. Attribute sampling.
c. Unrestricted random sampling with replace­
ment.
d. Stratified random sampling.
Number 2 (Estimated time----- -30 to 35 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on your 
total correct answers.
22. In connection with the examination of the consoli­
dated financial statements of Mott Industries, Frazier, 
CPA, plans to refer to another CPA’s examination of the 
financial statements of a subsidiary company. Under 
these circumstances Frazier’s report must disclose
a. The name of the other CPA and the type of 
report issued by the other CPA.
The magnitude of the portion of the financial 
statements examined by the other CPA.
The nature of Frazier’s review of the other 
CPA’s work.
In a footnote the portions of the financial state­
ments that were covered by the examinations 
of both auditors.
b.
c.
d.
23. Which of the following four events may be 
expected to result in a consistency exception in the 
auditor’s report?
a. The declining balance method of depreciation 
was adopted for newly acquired assets.
b. A revision was made in the service lives and 
salvage values of depreciable assets.
c. A mathematical error in computing the year- 
end LIFO inventory was corrected.
d. The provision for bad debts increased 
considerably over the previous year.
24. An auditor is planning the study and evaluation of 
internal control for purchasing and disbursement pro­
cedures. In planning this study and evaluation the 
auditor will be least influenced by
a. The availability of a company manual describ­
ing purchasing and disbursement procedures.
b. The scope and results of audit work by the 
company’s internal auditor.
c. The existence within the purchasing and dis­
bursement area of internal control strengths 
that offset weaknesses.
d. The strength or weakness of internal control in 
other areas, e.g., sales and accounts receiv­
able.
Items to be Answered
21. When a principal auditor decides to make refer­
ence to the examination of another auditor, the principal 
auditor’s report should indicate clearly the division of re­
sponsibility between the portions of the financial state­
ments covered by each auditor. In which paragraph(s) of 
the report should the division of responsibility be stated?
a. Only the opinion paragraph.
b. Either the scope or opinion paragraph.
c. Only the scope paragraph.
d. Both the scope and opinion paragraphs.
25. In determining the type of opinion to express, an 
auditor assesses the nature of the reporting qualifica­
tions and the materiality of their effects. Materiality will 
be the primary factor considered in the choice between
a. An “ except for” opinion and an adverse 
opinion.
b. An “ except for” opinion and a “ subject to” 
opinion.
An adverse opinion and a disclaimer ofc.
d.
opinion.
A “ subject 
opinion.
to” opinion and a piecemeal
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26. An auditor’s investigation of a company’s 
electronic data processing control procedures has 
disclosed the following four circumstances. Indicate 
which circumstance constitutes a weakness in internal 
control.
a. Machine operators do not have access to the 
complete run manual.
b. Machine operators are closely supervised by 
programmers.
c. Programmers do not have the authorization to 
operate equipment.
d. Only one generation of back-up files is stored 
in an off-premises location.
27. Which of the following best describes a trend in 
litigations involving CPAs?
a. A CPA can not render an opinion on a com­
pany unless the CPA has audited all affiliates 
of that company.
b. A CPA may not successfully assert as a 
defense that the CPA had no motive to be part 
of a fraud.
c. A CPA may be exposed to criminal as well as 
civil liability.
d. A CPA is primarily responsible for a client’s 
footnotes in an annual report filed with the 
SEC.
28. Which of the following statements relating to com­
pliance tests is most accurate?
Auditing procedures can not concurrently pro­
vide both evidence of compliance with 
accounting control procedures and evidence 
required for substantive tests.
b. Compliance tests include physical observa­
tions of the proper segregation of duties which 
ordinarily may be limited to the normal audit 
period.
Compliance tests should be based upon proper 
application of an appropriate statistical sam­
pling plan.
d. Compliance tests ordinarily should be per­
formed as of the balance sheet date or during 
the period subsequent to that date.
29. The independent auditor of 1900 differs from the 
auditor of today in that the 1900 auditor was more con­
cerned with the
a. Validity of the income statement.
b. Determination of fair presentation of financial 
statements.
c. Improvement of accounting systems.
d. Detection of irregularities.
30. An investor is reading the financial statements of 
The Sundby Corporation and observes that the state­
ments are accompanied by an unqualified auditor’s re­
port. From this the investor may conclude that
a. Any disputes over significant accounting 
issues have been settled to the auditor’s 
satisfaction.
b. The auditor is satisfied that Sundby is opera­
tionally efficient.
c. The auditor has ascertained that Sundby’s 
financial statements have been prepared 
accurately.
d. Informative disclosures in the financial state­
ments but not necessarily in the footnotes are 
to be regarded as reasonably adequate.
31. Transaction authorization within an organization 
may be either specific or general. An example of specific 
transaction authorization is the
a. Establishment of requirements to be met in 
determining a customer’s credit limits.
b. Setting of automatic re-order points for 
material or merchandise.
c. Approval of a detailed construction budget for 
a warehouse.
d. Establishment of sales prices for products to 
be sold to any customer.
32. In connection with a review of the prepaid in­
surance account, which of the following procedures 
would generally not be performed by the auditor?
a. Recompute the portion of the premium that 
expired during the year.
b. Prepare excerpts of insurance policies for 
audit working papers.
c. Examine support for premium payments.
d. Confirm premium rates with an independent 
insurance broker.
33. Which of the following is an example of application 
controls in electronic data processing systems?
a. Input controls.
b. Hardware controls.
c. Documentation procedures.
d. Controls over access to equipment and data 
files.
34. The 1136 Tenants case was chiefly important be­
cause of its emphasis upon the legal liability of the CPA 
when associated with
a. A review of interim statements.
b. Unaudited financial statements.
c. An audit resulting in a disclaimer of opinion.
d. Letters for underwriters.
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35. When expressing a qualified opinion, the auditor 
generally should include a separate explanatory para­
graph describing the effects of the qualification. The re­
quirement for a separate explanatory paragraph does 
not apply when the opinion paragraph has been modified 
because of
a. A change in accounting principle.
b. Inability to apply necessary auditing pro­
cedures.
c. Reclassification of an expense account.
d. Uncertainties.
36. In order to achieve effective quality control, a firm 
of independent auditors should establish policies and 
procedures for
a. Determining the minimum procedures neces­
sary for unaudited financial statements. 
Setting the scope of audit work.
Deciding whether to accept or continue a 
client.
Setting the scope of internal control study and 
evaluation.
b.
c.
d.
37. Statement on Auditing Standards No. 1 suggests a 
formula for determining the reliability level for 
substantive tests (S) based upon the reliance assigned to 
internal accounting control and other relevant factors (C) 
and the combined reliability level desired from both 
internal control and the substantive tests (R). This 
formula is
a. S = 1 -
39. An auditor is reviewing sales cutoff as of March 31,
1976. All sales are shipped F.O.B. destination, and the 
company records sales three days after shipment. The 
auditor notes the following items:
(Amounts in Thousands)
Date Month Selling
Shipped Recorded Price Cost
March 28 March $192 $200
March 29 March 44 40
March 30 April 77 81
April 2 March 208 220
April 5 April 92 84
If the client records the required adjustment, the 
net effect on income in thousands of dollars for the 
period ended March 31, 1976 is;
a. An increase of 12.
b. An increase of 8.
c. A decrease of 12.
d. A decrease of 8.
40. An example of an internal control weakness is to 
assign to a department supervisor the responsibility for
a. Reviewing and approving time reports for sub­
ordinate employees.
b. Initiating requests for salary adjustments for 
subordinate employees.
c. Authorizing payroll checks for terminated 
employees.
d. Distributing payroll checks to subordinate 
employees.
b. S = R - C
1-Rc. S = 1 -
1-C
Number 3 (Estimated time----- -30 to 35 minutes)
Instructions
d. S =  R-
38. An auditor would be least likely to use a 
generalized computer-audit program for which of the 
following tasks?
a. Selecting and printing accounts receivable 
confirmations.
b. Listing accounts receivable confirmation ex­
ceptions for examination.
c. Comparing accounts receivable subsidiary 
files to the general ledger.
d. Investigating exceptions to accounts receiv­
able confirmations.
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on your 
total correct answers.
Items to be Answered
41. Operating control over the check signature plate 
normally should be the responsibility of the
a. Secretary.
b. Chief accountant.
c. Vice president of finance.
d. Treasurer.
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42. It would be appropriate for the payroll accounting 
department to be responsible for which of the following 
functions?
a. Approval of employee time records.
b. Maintenance of records of employment, dis­
charges, and pay increases.
c. Preparation of periodic governmental reports 
as to employees’ earnings and withholding 
taxes.
d. Distribution of pay checks to employees.
43. Which of the following best describes the difference 
between a long-form auditor’s report and the standard 
short-form report?
a. The long-form report may contain a more 
detailed description of the scope of the 
auditor’s examination.
b. The long-form report’s use permits the auditor 
to explain exceptions or reservations in a way 
that does not require an opinion qualification.
c. The auditor may make factual representations 
with a degree of certainty that would not be 
appropriate in a short-form report.
d. The long-form report’s use is limited to special 
situations such as cash basis statements, modi­
fied accrual basis statements or not-for-profit 
organization statements.
44. When a company has treasury stock certificates on 
hand, a year-end count of the certificates by the auditor
is
a. Required when the company classifies treasury 
stock with other assets.
b. Not required if treasury stock is a deduction 
from stockholders’ equity.
c. Required when the company had treasury 
stock transactions during the year.
d. Always required.
45. The grandfather-father-son approach to providing 
protection for important computer files is a concept that 
is most often found in
a. On-line, real-time systems.
b. Punched-card systems.
c. Magnetic tape systems.
d. Magnetic drum systems.
47. A CPA auditing an electric utility wishes to deter­
mine whether all customers are being billed. The CPA’s 
best direction of test is from the
a. Meter department records to the billing (sales) 
register.
b. Billing (sales) register to the meter department 
records.
c. Accounts receivable ledger to the billing (sales) 
register.
d. Billing (sales) register to the accounts receiv­
able ledger.
48. Which of the following best describes the principal 
advantage of the use of flowcharts in reviewing internal 
control?
a. Standard flowcharts are available and can be 
effectively used for describing most company 
internal operations.
b. Flowcharts aid in the understanding of the 
sequence and relationships of activities and 
documents.
c. Working papers are not complete unless they 
include flowcharts as well as memoranda on 
internal control.
d. Flowcharting is the most efficient means avail­
able for summarizing internal control.
49. The auditor learned of the following situations sub­
sequent to the issuance of his audit report on February 6,
1976. Each is considered important to users of the 
financial statements. For which one does the auditor 
have responsibility for appropriate disclosure of the 
newly discovered facts?
a. A major lawsuit against the company, which 
was the basis for a “subject to” auditor’s 
opinion, was settled on unfavorable terms on 
March 1, 1976.
b. The client undertook merger negotiations on 
March 16, 1976, and concluded a tentative 
merger agreement on April 1, 1976.
c. On February 16 , 1976 a fire destroyed the prin­
cipal manufacturing plant.
d. A conflict of interest situation involving credit 
officers and a principal company supplier was 
discovered on March 3, 1976.
46. An auditor performs interim work at various times 
throughout the year. The auditor’s subsequent events 
work should be extended to the date of
a. A post-dated footnote.
b. The next scheduled interim visit.
c. The final billing for audit services rendered.
d. The auditor’s report.
50. The auditor interviews the plant manager. The 
auditor is most likely to rely upon this interview as 
primary support for an audit conclusion on
a. Capitalization vs. expensing policy.
b. Allocation of fixed and variable costs.
c. The necessity to record a provision for deferred 
maintenance costs.
d. The adequacy of the depreciation expense.
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51. The securities of Donley Corporation are listed on a 
regional stock exchange and registered with the Securi­
ties and Exchange Commission. The management of 
Donley engages a CPA to perform an independent audit 
of Donley’s financial statements. The primary objective 
of this audit is to provide assurance to the
a. Regional stock exchange.
b. Investors in Donley securities.
c. Securities and Exchange Commission.
d. Board of Directors of Donley Corporation.
52. An auditor is reviewing changes in sales for two 
products. Sales volume (quantity) declined 10% for 
product A and 2% for product B. Sales prices were in­
creased by 25% for both products. Prior year sales were 
$75,000 for A and $25,000 for B. The auditor would 
expect this year’s total sales for the two products to be 
approximately
a. $112,500.
b. $115,000.
c. $117,000.
d. $120,000.
53. Florida Corporation declared a 100% stock divi­
dend during 1975. In connection with the examination of 
Florida’s financial statements, Florida’s auditor should 
determine that
a. The additional shares issued do not exceed the 
number of authorized but previously unissued 
shares.
b. Stockholders received their additional shares 
by confirming year-end holdings with them.
c. The stock dividend was properly recorded at 
fair market value.
d. Florida’s stockholders have authorized the 
issuance of 100% stock dividends.
54. An auditor encounters the following four accounts 
listed among the assets of a client. The auditor most 
likely would take exception to the asset recognition of
a. Goodwill arising from appraisal.
b. Research and development costs to be billed to 
others.
c. Excess cost over book value of subsidiary.
d. Franchise fees.
55. A CPA is most likely to refer to one or more of the 
three general auditing standards in determining
a. The nature of the CPA’s report qualification.
b. The scope of the CPA’s auditing procedures.
c. Requirements for the review of internal 
control.
d. Whether the CPA should undertake an audit 
engagement.
56. Tennessee Company violated company policy by 
erroneously capitalizing the cost of painting its ware­
house. The CPA examining Tennessee’s financial state­
ments would most likely learn of this error by
a. Discussing Tennessee’s capitalization policies 
with its controller.
b. Reviewing the titles and descriptions for all 
construction work orders issued during the 
year.
c. Observing, during the physical inventory 
observation, that the warehouse has been 
painted.
d. Examining in detail a sample of construction 
work orders.
57. In its electronic data processing system a company 
might use self-checking numbers (check digits) to enable 
detection of which of the following errors?
a. Assigning a valid identification code to the 
wrong customer.
b. Recording an invalid customer’s identification 
charge account number.
c. Losing data between processing functions.
d. Processing data arranged in the wrong 
sequence.
58. When examining a client’s statement of changes in 
financial position, for audit evidence, an auditor will rely 
primarily upon
a. Determination of the amount of working 
capital at year-end.
b. Analysis of significant ratios of prior years as 
compared to the current year.
c. Cross-referencing to balances and transactions 
reviewed in connection with the examination of 
the other financial statements.
d. The guidance provided by the APB Opinion 
on the statement of changes in financial 
position.
59. An auditor determines that a client has properly 
capitalized a leased asset (and corresponding lease 
liability) as representing, in substance, an installment 
purchase. As part of the auditor’s procedures, the 
auditor should
a. Substantiate the cost of the property to the 
lessor and determine that this is the cost 
recorded by the client.
b. Evaluate the propriety of the interest rate used 
in discounting the future lease payments.
c. Determine that the leased property is being 
amortized over the life of the lease.
d. Evaluate whether the total amount of lease 
payments represents the fair market value of 
the property.
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60. In connection with the study of internal control, an 
auditor encounters the following flowcharting symbols:
The auditor would conclude that:
a. A document has been generated by a manual 
operation.
b. A master file has been created by a computer 
operation.
c. A document has been generated by a com­
puter operation.
d. A master file has been created by a manual 
operation.
Number 4 (Estimated time----- 15 to 25 minutes)
Mincin, CPA, is the auditor of the Raleigh Corpora­
tion. Mincin is considering the audit work to be per­
formed in the accounts payable area for the current 
year’s engagement.
The prior-year’s working papers show that 
confirmation requests were mailed to 100 of Raleigh’s
1,000 suppliers. The selected suppliers were based on 
Mincin’s sample that was designed to select accounts 
with large dollar balances. A substantial number of 
hours were spent by Raleigh and Mincin resolving 
relatively minor differences between the confirmation 
replies and Raleigh’s accounting records. Alternate 
audit procedures were used for those suppliers who did 
not respond to the confirmation requests.
Required:
a. Identify the accounts payable audit objectives 
that Mincin must consider in determining the 
audit procedures to be followed.
b. Identify situations when Mincin should use 
accounts payable confirmations and discuss 
whether Mincin is required to use them.
c. Discuss why the use of large dollar balances as 
the basis for selecting accounts payable for con­
firmation might not be the most efficient 
approach and indicate what more efficient pro­
cedures could be followed when selecting 
accounts payable for confirmation.
Johnson, Inc., a closely held company, wishes to 
engage Norr, CPA, to examine its annual financial state­
ments. Johnson was generally pleased with the services 
provided by its prior CPA, Diggs, but thought the audit 
work performed was too detailed and interfered 
excessively with Johnson’s normal office routines. Norr 
asked Johnson to inform Diggs of the decision to change 
auditors but Johnson did not wish to do so.
Required:
a. List and discuss the steps Norr should follow 
before accepting the engagement.
b. What additional procedures should Norr 
perform on this first-time engagement over and beyond 
those Norr would perform on the Johnson engagement 
of the following year.
Number 5 (Estimated time------15 to 25minutes)
Number 6 (Estimated time----- -15 to 25 minutes)
Retail Corporation, a ten-store men’s haberdashery 
chain, has a written company policy which states that 
company buyers may not have an investment in nor 
borrow money from an existing or potential supplier. 
Chan, the independent auditor, learns from a Retail 
employee that Williams, a buyer, is indebted to Park, a 
supplier, for a substantial amount of money. Retail’s 
volume of business with Park increased significantly 
during the year. Chan believes the debtor-creditor 
relationship of Williams and Park constitutes a conflict 
of interest that might lead Williams to perpetrate a 
material fraud.
Required:
a. Discuss what immediate actions Chan should 
take upon discovery of the above facts.
b. Discuss what additional actions Chan should 
take to be satisfied that Retail has no significant 
inventory or cost of sales problems as a result of 
the weakness in internal control posed by the 
apparent conflict of interest. Identify and dis­
cuss in your answer the specific problems, such 
as overstocking, which Chan should consider.
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The town of Commuter Park operates a private 
parking lot near the railroad station for the benefit of 
town residents. The guard on duty issues annual pre­
numbered parking stickers to residents who submit an 
application form and show evidence of residency. The 
sticker is affixed to the auto and allows the resident to 
park anywhere in the lot for twelve (12) hours if four 
quarters are placed in the parking meter. Applications 
are maintained in the guard office at the lot. The guard 
checks to see that only residents are using the lot and 
that no resident has parked without paying the required 
meter fee.
Once a week the guard on duty, who has a master 
key for all meters, takes the coins from the meters and 
places them in a locked steel box. The guard delivers the 
box to the town storage building where it is opened, and 
the coins are manually counted by a storage department 
clerk who records the total cash counted on a “ Weekly
Number 7 (Estimated time------15 to 30 minutes) Cash Report. ’ ’ This report is sent to the town accounting 
department. The storage department clerk puts the cash 
in a safe and on the following day the cash is picked up by 
the town’s treasurer who manually recounts the cash, 
prepares the bank deposit slip, and delivers the deposit 
to the bank. The deposit slip, authenticated by the bank 
teller, is sent to the accounting department where it is 
filed with the “ Weekly Cash Report.”
Required:
Describe weaknesses in the existing system and 
recommend one or more improvements for each of the 
weaknesses to strengthen the internal control over the 
parking lot cash receipts.
Organize your answer sheet as follows:
Weakness Recommended Improvement{s)
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All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 .................................................................................................. 25
No. 2 .................................................................................................. 25
No. 3 .................................................................................................. 25
No. 4 .................................................................................................. 30
No. 5 .................................................................................................. 25
No. 6 .................................................................................................. 30
No. 7 .................................................................................................. 15
T otal..........................................................................................  175
30
30
30
35
30
35
20
210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is to 
test the candidate’s knowledge and application of 
the subject matter, the ability to organize and pre­
sent such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark; only one answer for each 
Item. Answer all items. Your grade will be based on your 
total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The text of a letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel 
pipes at today’s quoted price for delivery two months 
from today. Your acceptance must be received in five 
days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Number 1 (Estimated time------25 to 30 minutes)
99.
1.
Answer Sheet
Items to be Answered
d.
A contract is said to be executory when
a. Any of the obligations thereunder remain to 
be performed.
All of the obligations thereunder have been 
performed.
It is in writing.
It is informal.
b.
2. The remedy of specific performance is available 
where the subject matter of the contract involves
a. Services.
b. Goods with a price of $500 or more.
c. Fraud.
d. Land.
3. An offer is generally effective when it is
a. Dispatched.
b. Signed.
c. Mailed.
d. Received.
4. Unless the offer specifies otherwise, an acceptance 
is generally effective when it is
a. Signed by the offeree.
b. Received by the offeror.
c. Delivered by the communicating agency.
d. Dispatched by the offeree.
5. The purpose of the Statute of Frauds is to render 
agreements unenforceable unless they are
a. Legal.
b. Not fraudulent.
c. Written.
d. Supported by consideration.
6. Baker Corporation sent a letter to Sampson 
Company in which Baker offered to purchase 10 acres of 
certain real estate from Sampson for $4,000. Sampson 
responded that it would sell 8 of these acres for that 
price. Baker and Sampson have created
a. A contract for sale of 8 acres for $4,000.
b. A contract for sale of 10 acres for $4,000.
c. A contract to sell 8 acres for $3,200.
d. No contract in this connection.
to support a contract generally7. Consideration 
requires
a. An adequate exchange.
b. A bargained exchange.
c. A reasonable price.
d. An adequate price.
8. Vantage telephoned Breyer on December 18, 1975, 
and offered to sell a plot of land to Breyer for $5,000. 
Vantage promised to keep the offer open until December
27, 1975. Breyer said he was interested in the land but 
wanted to inspect it before making any commitment. 
Which of the following best describes the legal signifi­
cance of these events?
a. Vantage may revoke the offer at will.
b. Vantage may not revoke the offer prior to 
December 27.
c. A contract was formed on December 18.
d. Breyer’s response constituted a rejection and 
counteroffer.
9. The Barker Corporation was the sixth largest 
corporation in its industry, having a 9.5% share of the 
relevant market. Its practice was to require its 
distributors and franchised dealers not to market 
Barker’s product except in certain geographic areas. In 
the event that a distributor sold outside the clearly 
specified area, the contract was subject to cancellation 
forthwith at Barker’s option. Which of the following best 
describes the antitrust implications of this practice?
a. The territorial restriction involved is subject to 
the rule of reason if ownership of the product 
has passed to the distributor or retailer.
b. The arrangement cannot be justified under 
any circumstances in that it is in the same 
category as horizontal price fixing.
c. The arrangement will have the best chance of 
being declared legal if the product is delivered 
on consignment to the distributors and 
franchised retailers.
d. The arrangement is legal as long as Barker 
can prove that the other five largest manufac­
turers in the industry were also engaged in such 
restrictive practices on the products they sold.
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10. A written option to buy land generally cannot be 
revoked before acceptance if the offer
a. Is supported by consideration from the offeree.
b. Allows a specific time for acceptance.
c. Is made exclusively to one person.
d. By its terms is not revocable before acceptance.
11. The Martin Corporation was a small family-owned 
corporation whose owners were also the directors and 
officers. The corporation’s bankers insisted that if any 
further credit were to be extended to the corporation the 
owners must guarantee payment by the corporation. This 
guaranty was agreed to by the owners in writing, and an 
additional $50,000 loan was granted to Martin 
Corporation. Which of the following best describes the 
legal significance of these events?
a. The guaranty by the owners need not have 
been in writing since it was primarily for their 
own benefit.
b. Once the owners agreed to the undertaking 
they automatically assumed responsibility for 
all of the corporation’s prior debts.
c. In the absence of specific provisions to the 
contrary, the owners are immediately liable 
on the debt in the event of the corporation’s 
default.
d. Since the owners each participated equally 
in the guaranty, each can be held liable by 
the bank, but only to the extent of his 
proportionate share in relation to the others.
12. Parker owed Charles $100,000 secured by a first 
mortgage on Parker’s plant and land. Simons was the 
surety on the obligation but his liability was limited to 
$50,000. Parker defaulted on the debt and Charles 
demanded and received payment of $50,000 from 
Simons. Charles subsequently foreclosed the mortgage 
and upon sale of the mortgaged property netted $75,000. 
Simons claims a right of subrogation for his loss. Under 
the right of subrogation Simons should receive
a. Nothing.
b. $25,000.
c. $37,500.
d. $50,000.
13. In attacking a corporation having 15% of the 
relevant market in a highly concentrated (oligopolistic) 
industry, the Justice Department will most likely prevail 
under the Sherman Act’s monopoly provisions if it shows 
that
a. A significant amount of sales in interstate 
commerce is involved.
b. The five leading corporations in the industry 
controlled 60% of the relevant market.
c. The corporation through product innovation 
has improved its percentage share from 12.5% 
to 15% over the past three years.
d. The corporation has manifested a specific 
intent to monopolize.
14. Williams induced Jackson to enter into an 
employment contract by deliberately telling Jackson 
certain material facts which Williams knew were not 
true. If there are no other relevant facts, on what legal 
grounds is the contract voidable?
a. Undue influence.
b. Fraud.
c. Duress.
d. Unilateral mistake of fact.
15. Which of the following defenses asserted by a 
surety should be effective in a suit by a creditor?
a. Insolvency of the creditor and the principal 
debtor.
b. Death of the principal debtor.
c. Failure of the creditor to foreclose a mortgage 
on property which he holds to secure the 
principal debtor’s performance.
d. A material variance of the surety’s under­
taking as a result of a modification in the 
principal debtor’s obligation.
16. Young, a minor, purchased a car from Ace Auto 
Sales by making a down payment and signing a note for 
the balance. The note was guaranteed by Rich. 
Subsequently, Young sought to return the car and not 
pay off the note because Ace made false representations 
concerning the car’s mileage at the time of sale. Which of 
the following best describes the legal implications in 
these circumstances?
a. Neither Young nor Rich is liable on the note 
solely because Young is a minor.
b. Young’s attempt to return the car, in and 
of itself, released Rich of any liability.
c. The fraud perpetrated upon Young is a valid 
defense to Rich’s guaranty.
d. There are no valid defenses for Rich and 
Young and the only recourse is to seek to 
reduce the amount owed based upon a 
counterclaim for fraud.
Number 2 (Estimated time----- -25 to 30 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on your 
total correct answers.
Items to be Answered
17. A corporation has the power to create and issue the 
number of shares of stock stated in its
a. Articles of incorporation.
b. By-laws.
c. Minutes of shareholders’ meetings.
d. Minutes of directors’ meetings.
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18. Shares of stock without par value may be issued for 
such consideration (in dollars) as may be fixed by a 
corporation’s
a. Creditors.
b. Officers.
c. Board of directors.
d. Minority shareholders.
19. The consideration for the issuance of stock may be 
paid by
a. A promise to render future services to the cor­
poration.
b. Services actually performed for a principal 
shareholder.
c. Services actually performed for the cor­
poration.
d. Promissory notes.
20. The board of directors of a corporation may 
declare, and the corporation may pay, cash dividends 
except when the corporation is
a. Privately owned.
b. Highly leveraged.
c. Insolvent.
d. In a risky growth industry.
21. Unless otherwise provided by a corporation’s 
articles of incorporation or by-laws, a board of directors 
may act without a meeting if written consent setting forth 
the action so taken is signed by
a. A plurality of them.
b. A majority of them.
c. Two-thirds of them.
d. All of them.
22. Needham Corporation has issued 10,000 shares of 
stock for a consideration of $10 per share. The par value 
is $1 per share. Its total stated capital amounts to
a. $10,000.
b. $90,000.
c. $100,000.
d. $110,000.
23. Maxwell purchased real property from Plumb and 
received a warranty deed at the closing. Maxwell 
neglected to record the deed. In this situation
a. A subsequent purchaser from Plumb will 
obtain a better title to the real property than 
Maxwell even if the subsequent purchaser is 
aware of Maxwell’s prior purchase.
b. Maxwell must record his deed in order to 
perfect his rights against Plumb.
c. Recordation would provide constructive 
notice of Maxwell’s rights to subsequent 
purchasers of the real property even though 
they do not have actual notice.
d. Maxwell lacks an insurable interest in the 
property and any fire insurance policy he 
obtains is void.
24. An individual who has obtained title to land by ad­
verse possession
a. Can convey good title to a subsequent 
purchaser.
b. Must record his interest in the property in 
order to perfect his interest against the holder 
of record.
c. Must have occupied the property initially with 
the permission of the owner of record.
d. Need not have occupied the land for an unin­
terrupted period of time as long as the sum 
total of years he has occupied the land is equal 
to or greater than the prescribed period.
25. Waldo Carpets, Inc., decided to sell a portion of its 
two-acre property and the president of Waldo wrote 
several prospective buyers the following letter:
Dear Sir:
We are sending this solicitation to several pro­
spective buyers because we are interested in sell­
ing one acre of our property located in down­
town Metropolis. If you are interested, please 
communicate with me at the above address. 
Under no circumstances, will we consider a 
price of less than $90,000.
Cordially,
James Waldo, President 
Waldo Carpets, Inc.
In this situation
The Statute of Frauds does not apply because 
the real property being sold is the division of an 
existing tract which had been properly 
recorded.
Markus, a prospective buyer who telegraphed 
Waldo that he would buy at $90,000 and for­
warded a $90,000 surety bond to guarantee his 
performance, has validly accepted the offer. 
Waldo must sell to the highest bidder. 
Waldo’s communication did not constitute an 
offer to sell.
a.
b.
c.
d.
26. A joint tenancy
a. Cannot be created by deed.
b. Will be found to exist by judicial preference if 
it is unclear as to whether a joint tenancy or 
tenancy in common was intended by the 
grantor.
c. Cannot be created in respect to personal 
property.
d. Provides a right of survivorship in the surviving 
joint tenant.
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27. Arthur entered into a contract for the sale of real 
property to Vance for $50,000. Arthur owned the 
property free and clear of all mortgages. Arthur received 
$2,500 upon the signing of the contract and agreed to 
take $22,500 in cash or certified check at the closing and 
a first mortgage for the balance. In this situation
a. The mortgage in question need not be recorded 
by Arthur to perfect his interest against third 
parties in that it is a purchase-money 
security interest.
b. Arthur’s contract gave Vance an implied 
covenant that his title would be marketable at 
the time of the closing.
c. If the contract is silent on the point, Arthur 
must deliver a full warranty deed with 
covenants at the closing.
d. If Arthur breaches the contract, Vance’s only 
recourse is to sue for damages based upon 
breach of contract.
28. Marcross Corporation owns a fleet of taxicabs it 
has insured with the Countrywide Insurance Company 
against liability and collision. Nabor, one of its drivers, 
deliberately backed one of the cabs into two other parked 
cabs in the corporation’s garage after a heated dispute 
with the garage manager. While waiting for a traffic 
signal, another Marcross cab was hit in the rear by a 
negligently driven truck. Each cab involved had damages 
in excess of the minimum deductible.
a. Marcross can recover against Countrywide for 
damages to all the cabs less the minimum 
deductible.
b. Countrywide has no rights against Nabor.
c. General creditors of Marcross could insure 
Marcross’ cabs against collision and other 
types of loss because in the event of bank­
ruptcy the creditors would have to resort to 
the corporation’s property to satisfy their 
claims.
d. Marcross must first sue the negligent truck 
driver, or his principal, for damages to its cab 
before it can collect against Countrywide.
29. The Securities Act of 1933, in general, exempts 
certain small stock offerings from full registration. What 
is the maximum dollar amount which would qualify for 
this exemption?
a. $300,000.
b. $500,000.
c. $750,000.
d. $1,000,000.
30. The Securities Act of 1933 specifically exempts 
from registration, securities offered by any person
a. Other than an issuer, underwriter, or dealer.
b. Who is an issuer of a public offering.
c. If the securities in question have previously 
been registered.
d. In a small company.
31. A typical term life insurance policy
a. Builds up a cash value during its duration 
against which the policyholder can borrow.
b. Is assignable.
c. Creates a vested interest in the named bene­
ficiary.
d. Does not require an insurable interest in the 
person taking out the policy as do other types 
of life insurance policies.
32. The typical fire insurance policy
a. Covers all damages caused by fire whatever 
the source.
b. Does not cover water damage which results 
from the fire department extinguishing the 
blaze.
c. Will not permit recovery for business interrup­
tion unless there is a special indorsement.
d. Prohibits the assignment of the policy both 
before and after a loss.
Number 3 (Estimated time----- -25 to 30 minutes) 
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on your 
total correct answers.
Items to be Answered
33. An otherwise valid negotiable instrument is non- 
negotiable if it is
a. Postdated.
b. Undated.
c. Payable thirty days after a stated date but with 
the right of the holder to demand immediate 
payment at his option.
d. Payable only upon the happening of an event 
which is uncertain as to the time of occurrence.
34. One who signs as an accommodation party to a 
negotiable instrument
a. Has the same liability on the instrument 
whether he signs as an accommodation maker 
or as an accommodation indorser.
b. Has a right of recourse against the party he 
accommodated.
c. Cannot be held liable against a subsequent 
holder in due course if the party he accommo­
dated has a contract (personal) defense against 
the party to whom the instrument was origi­
nally issued.
d. Has no liability to any subsequent taker who 
knew of the accommodation.
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35. During the course of your audit you discover a dis­
pute concerning one of your client’s checks. The check 
had been sent to a supplier but without indicating the 
sum on the face of the instrument. The supplier 
fraudulently filled in the check for $500 more than the 
amount indicated in the letter which accompanied the 
check. A subsequent holder in due course is asserting the 
right to recover the full amount stated in the completed 
instrument.
a. Alteration is a complete defense against 
all parties.
b. The holder in due course can only collect an 
amount equal to the authorized amount.
c. The holder in due course may enforce the 
instrument as completed.
d. The holder in due course must first proceed 
against the fraudulent supplier.
36. Fenster has a negotiable trade acceptance in his 
possession. It is signed by Edwards and orders 
Wilberforce, a trade debtor of Edwards, to pay Fenster 
ten days after acceptance. Wilberforce has not yet 
accepted the instrument.
a. The instrument is not negotiable until accep­
tance.
b. Wilberforce cannot refuse to accept the instru­
ment without incurring liability to Fenster.
c. No one presently has primary liability on the 
instrument.
d. A mere refusal to accept as contrasted with a 
refusal to pay will not constitute a dishonor.
37. Certification of a check by the drawee bank
a. Is obligatory if demanded by a holder in due 
course.
b. Is the drawee’s signed engagement to honor 
it when presented.
c. Where procured by a holder discharges all 
prior indorsements, but does not affect the 
drawer’s liability.
d. Is ineffective regarding any indorsement 
made after certification and creates no liability 
for the subsequent indorser.
39. Your client, Robert Rose, 
instrument in his possession.
has the following
March 1, 1976
One month from date. I, Charles Wallace, 
do hereby promise to pay Edward Carlson 
seven hundred and fifty dollars ($750.00).
Edward Carlson wrote “pay to the order of 
Robert Rose” on the back and delivered it to Rose,
a. Robert Rose is a holder in due course.
The instrument is a negotiable promissory 
note.
Edward Carlson is a holder in due course.
All defenses, real and personal, are assertible 
by Wallace against Rose.
b.
c.
d.
40. Carter fraudulently misrepresented the quality 
and capabilities of certain machinery he sold to 
Dobbins. Carter obtained a check for $2,000, the 
amount agreed upon, at the time he made delivery. The 
machinery proved to be virtually worthless. Dobbins 
promptly stopped payment on the check. Carter 
negotiated the check to Marvel in satisfaction of a prior 
loan of $600 and received $1,400 in cash. Marvel, who 
had accepted the check in good faith, presented the 
check for payment which was refused by Dobbins’ bank.
a. Even if Marvel is a holder in due course, 
Dobbins has a real defense.
b. Marvel can only collect for $1,400 cash in 
that he did not give new value beyond that 
amount.
c. Marvel will be able to collect the full amount 
from Dobbins.
d. Dobbins’ timely stop order eliminates his 
liability on the check.
38. Your client is insolvent under the federal 
bankruptcy law. Under the circumstances
a. As long as the client can meet current debts or 
claims by its most aggressive creditors, a 
bankruptcy proceeding is not possible.
b. Such information, i.e., insolvency, need not be 
disclosed in the financial statements reported 
upon by your CPA firm as long as you are 
convinced that the problem is short lived.
c. An assignment for the benefit of creditors will 
constitute an act of bankruptcy.
d. Your client cannot file a voluntary petition for 
bankruptcy.
41. In the course of your audit of Baxter Corporation, 
you discover a claim against Wills, Inc., which is in 
bankruptcy. The approximate amount of recovery on 
this claim depends upon the validity of other claims 
against Wills. Which of the following statements is valid 
concerning the other claims against Wills?
a. The claims of secured creditors may be dis­
regarded.
b. Priorities are of no importance since equity 
rules apply.
c. Judgments obtained as of the date of bank­
ruptcy are legitimate claims against the 
bankrupt’s estate (property).
d. Anticipatory breaches of contract can be 
disregarded in assessing your client’s position.
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42. A promise or order is conditional if the instrument 
states
a. That it is secured by a mortgage or other 
security device.
b. The purpose for which it was given.
c. That it is subject to the provisions of another 
agreement.
d. The account which is to be charged.
43. One of your clients is in financial difficulty. He is 
insolvent in the bankruptcy sense. It is desirable that he 
not go into bankruptcy. However, certain aggressive 
creditors are threatening this. Under the circumstances
a. It would be proper to attempt, in every way 
possible, to prepare financial statements 
indicating the client is not insolvent in the 
bankruptcy sense even though this means not 
following generally accepted accounting 
principles.
b. It may be possible to avoid bankruptcy 
if your client and the creditors can agree to 
form a creditor’s committee with the usual 
powers incidental to such an arrangement.
c. Your client, even though he owes more than 
$100,000, cannot be forced into bankruptcy 
even though a single creditor’s claim is in 
excess of $50,000.
d. Your client cannot be forced into bankruptcy if 
he has made a preferential payment to one of 
his creditors.
44. On May 1, 1976, James Arthur orally agreed to a 
contract as a sales representative of Wonder Insurance 
Company. The contract terminates April 30, 1977, and 
provides for $10,000 salary plus 1% of the insurance 
premiums charged by the company on the policies which 
he writes. Under these circumstances
a. Arthur is an undisclosed principal.
b. The contract in question is not subject to the 
Statute of Frauds.
c. Arthur would be permitted to delegate his 
performance to another equally competent 
person.
d. Arthur’s contract is too indefinite and 
uncertain to be enforceable.
45. Jackson is a junior staff member of Stutz & Harris, 
CPAs. He has been with the firm for one year working 
with the audit staff.
a. If Jackson is injured while auditing one of the 
firm’s clients, the client’s workmen’s com­
pensation insurance will cover him.
b. The federal wage and hour laws do not apply 
to Jackson.
c. Stutz & Harris will be liable for the torts 
committed by Jackson within the scope of his 
employment.
d. Clients will be liable for the torts committed by 
Jackson since he and his principal 
(Stutz & Harris) were engaged by them.
46. Ted Dolson has filed a voluntary petition in 
bankruptcy. His assets are listed as $4,200 and his 
liabilities $18,750. His creditors include (1) three 
employees who have not been paid wages for six weeks 
at $100 per week per employee, (2) the United States 
government for $6,900 in back income and social 
security taxes, (3) his former wife for back alimony 
payments of $3,000, and (4) suppliers for goods pur­
chased on open account of $7,050. In this situation
a. All the debts in question are dischargeable in 
bankruptcy.
b. Claims must be filed within three months of 
the filing of the petition in bankruptcy.
c. The wage earners have the first priority after 
administration costs.
d. The United States government claim will take 
precedence over the claims of all parties.
47. In order to hold the principal liable under the 
ratification doctrine for the unauthorized act of a party 
purporting to act as his agent
a. The principal need not have been in existence 
at the time the contract was made.
b. The purported agent must have been acting for 
an undisclosed principal.
c. The principal must have full knowledge of the 
facts regarding the action taken on his behalf.
d. The ratification must be in writing and made 
within a reasonable time after the unautho­
rized action was taken on his behalf.
48. If an agent makes a contract for his undisclosed 
principal
a. As between the principal and his agent, the 
agent has no implied authority.
b. The principal has committed a fraud upon any 
and all third parties with whom the agent 
deals.
c. The agent is personally liable on the contract 
if the third party sues him.
d. The contract between the undisclosed princi­
pal and his agent must be in writing, 
witnessed, and duly notarized to be valid.
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Part a. Anderson Corporation is in the business of 
selling goods. It commonly sells on credit terms requiring 
payment within 30 days from the end of the month in 
which the goods are delivered. A few years ago Anderson 
borrowed $10,000 from Searles for which Anderson 
signed a promissory note payable in full on April 30,
1976. Anderson also signed a security agreement under 
which Searles was granted collateral described as “all of 
Anderson’s current and thereafter acquired accounts 
receivable.” The security agreement was silent on 
whether the secured party was entitled to notify 
Anderson’s accounts-receivable debtors to make pay­
ments directly to Searles. Searles filed a financing 
statement in this connection on the day that it lent the 
$10,000 to Anderson. Pursuant to the security 
agreement, Anderson from time to time had notified 
Searles of the amounts and identities of its outstanding 
accounts-receivable debtors. Searles’ files indicate that 
as of April 23, 1976, Anderson had accounts receivable 
of $50,000 in total. The largest three accounts each 
amounted to $5,000 arising out of deliveries in April. On 
April 30, 1976, Anderson notified Searles that it would 
be unable to repay the $10,000 in the near future.
Required:
Discuss the rights of Searles against the accounts- 
receivable debtors of Anderson under this loan trans­
action both prior to and subsequent to April 30, 1976.
Part b. On January 14 , 1976, Thelma Corporation 
sold and delivered to Dey Corporation inventory goods 
priced at $5,000 on terms which required payment 
within 30 days after delivery. Because of business 
reverses, Dey found that it was unable to pay the amount 
due Thelma. On February 9, 1976, Thelma’s credit 
manager validly filed a properly signed financing 
statement. On February 18, 1976, he met with Dey’s 
officers to effect a plan of repayment. At this meeting, 
Thelma obtained a $5,000 promissory note and security 
agreement signed by Dey and secured by Dey’s 
presently existing and thereafter acquired inventory.
Required:
Does Thelma have a perfected security interest? 
Explain.
Number 4 (Estimated time-------30 to 35 minutes) Part c. Sill Corporation operates a retail appliance 
store. About a year ago, Sill borrowed $3,000 from 
Castle to supplement its working capital. At that time it 
granted to Castle a security interest in its present and 
future inventory pursuant to a written security 
agreement signed by both parties. Castle duly filed a 
properly executed financing statement a few days later. 
In the ordinary course of business, a customer 
purchased a $500 television set from Sill. The customer 
knew of the existence of Castle’s security interest.
Required:
What rights does Castle have against Sill’s 
customer? Explain.
Number 5 (Estimated time-------25 to 30 minutes)
Part a. Your client, Super Fashion Frocks, Inc., 
agreed in writing to purchase $520 worth of coat hangers 
from Display Distributors, Inc., with payment terms of 
net/30 after delivery. Delivery was to be made within five 
days from the signing of the contract. Two days prior to 
the due date for delivery, Display Distributors called and 
offered a flat $25 discount if payment were made upon 
delivery instead of the original net/30 terms. Super 
Fashion Frocks agreed and tendered its check for $495 
upon delivery. Display Distributors cashed the check and 
now seeks to enforce the original contract calling for 
payment of $520 (i.e., seeks to recover $25 from Super 
Fashion). It bases its claim upon the following 
arguments:
1. The Statute of Frauds applies to the contract 
modification.
2. The Parol Evidence Rule prohibits the 
introduction of oral evidence modifying the terms of a 
written agreement.
3. There was no consideration given for Display’s 
promise to take a lesser amount.
Required:
Discuss the validity of each argument.
38
Business Law
Part b. Mark Candy Wholesalers, Inc., entered 
into a contract with Brown & Sons, a family partnership, 
which owned three small candy stores. Mark agreed to 
supply Brown & Sons with “its entire requirements of 
candy for its stores for one year” at fixed prices. Brown 
agreed to purchase its requirements exclusively from 
Mark. The price of sugar increased drastically shortly 
after the first month of performance. Mark breached the 
contract because the prices at which it was required to 
deliver imposed a severe financial hardship which would 
be ruinous. Mark asserts the following legal justifications 
for its actions:
1. The contract is unenforceable for want of 
consideration in that Brown & Sons did not agree to take 
any candy at all. That is, Brown & Sons was not 
specifically required to purchase candy if it did not 
require any,
2. The contract is too indefinite and uncertain as 
to the quantity which might be ordered and hence is 
unenforceable.
3. Performance is excused on the ground of legal 
impossibility because of the severe financial hardship 
imposed upon Mark as a result of the drastic rise in the 
price of sugar. This unforeseen event falls within the rule 
of implied conditions and makes the contract voidable.
Required:
Discuss the validity of each of the legal justifications 
asserted by Mark.
Part b. Fletcher, Dry, Wilbert, and Cox selected 
the limited partnership as the form of business entity 
most suitable for their purpose of investing in mineral 
leases. Fletcher, the general partner, contributed 
$50,000 in capital. Dry, Wilbert, and Cox each 
contributed $100,000 capital and are limited partners. 
Necessary limited-partnership papers were duly 
prepared and filed clearly indicating that Fletcher was 
the sole general partner and that the others were limited 
partners.
Fletcher managed the partnership during the first 
two years. During the third year, Dry and Wilbert 
overruled Fletcher as to the type of investments to be 
made, the extent of the commitments, and the major 
terms contained in the leases. They also exercised the 
power to draw checks on the firm’s bank account. 
Finally, Fletcher withdrew and was replaced by Martin, 
a new and more receptive general partner. Cox did not 
join his fellow partners in these activities. However, his 
name was used without qualification and with his 
general knowledge and consent on the partnership 
stationery as part of the firm’s name.
Required:
Discuss the legal liability of Martin, Dry, 
Wilbert, and Cox, as individuals, to creditors of the 
partnership.
Number 6 (Estimated time----- -30 to 35 minutes)
Part a. Upon examining the books of account of 
Madison, Bradley, South, & Tilson, a general part­
nership, you ascertain that South is in financial 
difficulty. He is not insolvent but has been forced to 
assign 90% of his partnership interest to his largest 
creditor in order to forestall legal action by the creditor. 
The creditor in question is particularly obnoxious and 
undesirable in the eyes of the other partners.
Required:
Discuss the legal implications to the partnership, 
the partners, and South’s creditor resulting from the 
above mentioned assignment. In particular, discuss the 
rights of each and their relationship to one another and 
the partnership.
Part c. Dowling, a partner of Lazor, Bassett, 
Dowling, & Lamb, died on February 2, 1976. The four 
partners were equal partners in all respects (i.e., capital 
accounts, profit and loss sharing, etc.). The partnership 
agreement was silent on the question of the rights of a 
deceased partner upon his death. Dowling’s Last Will 
and Testament bequeathed his entire estate to his 
“ beloved wife.” His widow is now claiming the right to 
25% of all partnership property.
Required:
1. What rights does Dowling’s widow have in 
respect to specific partnership property or against the 
partnership or surviving partners? Explain.
2. How would a “ buy-out” agreement affect your 
answer to 1? Explain.
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Part a. Jackson was a junior staff member of an 
accounting firm. He began the audit of the Bosco 
Corporation which manufactured and sold expensive 
watches. In the middle of the audit he quit. The 
accounting firm hired another person to continue the 
audit of Bosco. Due to the changeover and the time 
pressure to finish the audit, the firm violated certain 
generally accepted auditing standards when they did not 
follow adequate procedures with respect to the physical 
inventory. Had the proper procedures been used during 
the examination they would have discovered that watches 
worth more than $20,000 were missing. The employee 
who was stealing the watches was able to steal an 
additional $30,000 worth before the thefts were 
discovered six months after the completion of the audit.
Required:
Discuss the legal problems of the accounting firm as 
a result of the above facts.
Part b. You have been assigned by a CPA firm to 
work with the trustees of a large trust in the preparation 
of the first annual accounting to the court. The income
Number 7 (Estimated time-------15 to 20 minutes) beneficiaries and the remaindermen are in dispute as to 
the proper allocation of the following items on which the 
trust indenture is silent:
(1) Costs incurred in expanding the garage 
facilities of an apartment house owned by the trust and 
held for rental income.
(2) Real estate taxes on the apartment house.
(3) Cost of casualty insurance premiums on the 
apartment house.
(4) A two-for-one stock split of common stock held 
by the trust for investment.
(5) Insurance proceeds received as the result of a 
partial destruction of an office building which the trust 
owned and held for rental income.
(6) Costs incurred by the trust in the sale of a tract 
of land.
(7) Costs incurred to defend title to real property 
held by the trust.
Required:
1. Explain briefly the nature of a trust, the 
underlying concepts in the allocation between principal 
and income, and the importance of such allocations.
2. Indicate the allocations between principal and 
income to be made for each of the above items.
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Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
May 7, 1976; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
All questions are required: Minimum Maximum
No. 1 ....................................................................................  35
No. 2 ....................................................................................  35
No. 3 ....................................................................................  20
No. 4 ....................................................................................  20
No. 5 ....................................................................................  20
No. 6 ....................................................................................  20
No. 7 ....................................................................................  _20_
T o ta l............................................................................  170
40
40
25
30
25
25
25
210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is to 
test the candidate’s knowledge and application of 
the subject matter, the ability to organize and pre­
sent such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of issues in financial account­
ing, Opinions of the Accounting Principles Board, and 
Statements of the Financial Accounting Standards 
Board. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on your 
total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The recommended title for the financial statement 
which summarizes changes in financial position is the 
statement of
a. Changes in financial position.
b. Changes in working capital.
c. Sources and applications of funds.
d. Cash flow.
Number 1 (Estimated time-------35 to 40 minutes)
Answer Sheet
99. a. b. :::::::::: c. 
Items to be Answered
d.
1.
by
Periodic net earnings are conventionally measured
a. Transactions approach.
b. Transactions approach including recognition 
of unrealized gains and losses.
c. Capital maintenance approach.
d. Market value approach including recognition 
of all realized gains and some unrealized losses.
2. Your client constructed an office building at a cost 
of $500,000. He sold this building to Jones at a material 
gain and then leased it back from Jones for a stipulated 
annual rental. How should this gain be treated?
a. Recognized in full as an ordinary item in the 
year of the transaction.
b. Recognized in full as an extraordinary item in 
the year of the transaction.
c. Amortized, net of tax, as an adjustment of the 
rental cost, an ordinary item, over the life of 
the lease.
d. Amortized as an ordinary item over the life of 
the lease, but with the tax effect recognized in 
full in the year of the transaction.
3. Determining periodic earnings and financial 
position depends on measuring economic resources and 
obligations and changes in them as these changes occur. 
This explanation pertains to
a. Disclosure.
b. Accrual accounting.
c. Materiality.
d. The matching concept.
4. Lower-of-cost-or-market accounting is an example 
of which concept?
a. Consistency.
b. Conservatism.
c. Realization.
d. Matching.
5. Which of the following changes would be disclosed 
as a change in accounting principle but reported by 
applying the new method retroactively as restatements 
of prior periods?
a. Change from completed-contract accounting 
to percentage of completion.
b. Change from the straight-line method to an 
accelerated method of depreciation.
c. Change from the first-in, first-out method to 
the last-in, first-out method of inventory 
pricing.
d. Change in the composition of elements 
included in inventory.
6. Two calendar-year corporations combine on July 1, 
1975. The combination is properly accounted for as a 
pooling of interests. How should the results of operations 
have been reported for the year ended December 31, 
1975?
a. Combined from July 1 to December 31 and 
disclosed for the separate companies from 
January 1 to June 30.
b. Combined from July 1 to December 31 and dis­
closed for the separate companies for the entire 
year.
c. Combined for the entire year and disclosed for 
the separate companies from January 1 to 
June 30.
d. Combined for the entire year and disclosed for 
the separate companies for the entire year.
7. Which of the following would be subtracted in con­
verting net earnings to working capital provided by 
operations in the current period in a consolidated state­
ment of changes in financial position?
a. Amortization of premium on bonds payable.
b. Amortization of goodwill.
c. Increase in deferred income tax liability.
d. Minority interest’s share of net earnings.
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8. Theoretically, a bond payable should be reported at 
the present value of the principal plus the present value 
of the interest discounted at the
a. Stated interest rate for both principal and 
interest.
b. Effective interest rate for both principal and 
interest,
c. Stated interest rate for principal and effective 
interest rate for interest.
d. Effective interest rate for principal and stated 
interest rate for interest.
9. Investor, Inc., owns 40% of Alimand Corporation. 
During the calendar year 1975, Alimand had net 
earnings of $100,000 and paid dividends of $10,000. 
Investor mistakingly recorded these transactions using 
the cost method rather than the equity method of 
accounting. What effect would this have on the invest­
ment account, net earnings, and retained earnings, 
respectively?
a. Understate, overstate, overstate.
b. Overstate, understate, understate.
c. Overstate, overstate, overstate.
d. Understate, understate, understate.
10. How should goodwill be written off?
a. As soon as possible to retained earnings.
b. By systematic charges to retained earnings over 
the period benefited, but not in excess of 40 
years.
c. As soon as possible as a one-time charge to 
expense and reported as an extraordinary 
item.
d. By systematic charges to an operating expense 
over the period benefited, but not in excess of 
40 years.
11. Following are four observations regarding the 
amounts reported in financial statements that have been 
adjusted for general price-level changes. Which obser­
vation is valid?
a. The amount obtained by adjusting an asset’s 
cost for general price-level changes usually 
approximates its current fair value.
b. The amounts adjusted for general price-level 
changes are not departures from historical 
cost.
c. When inventory increases and prices are 
rising, last-in, first-out (LIFO) inventory 
accounting has the same effect on financial 
statements as amounts adjusted for general 
price-level changes.
d. When inventory remains constant and prices 
are rising, LIFO inventory accounting has the 
same effect on financial statements as amounts 
adjusted for general price-level changes.
12. A company has a current ratio of 2 to 1. This ratio 
will decrease if the company
a. Receives a 5% stock dividend on one of its 
marketable securities.
b. Pays a large account payable which had been a 
current liability.
c. Borrows cash on a six-month note.
d. Sells merchandise for more than cost and 
records the sale using the perpetual-inventory 
method.
13. In a business combination accounted for as a pool­
ing of interests, the combined corporation’s retained 
earnings usually equals the sum of the retained earnings 
of the individual combining corporations. Assuming 
there is no contributed capital other than capital stock at 
par value, which of the following describes a situation 
where the combined retained earnings must be increased 
or decreased?
a. Increased if the par value dollar amount of the 
outstanding shares of the combined corpora­
tion exceeds the total capital stock of the 
separate combining companies.
b. Increased if the par value dollar amount of the 
outstanding shares of the combined corpora­
tion is less than the total capital stock of the 
separate combining companies.
c. Decreased if the par value dollar amount of the 
outstanding shares of the combined corpora­
tion exceeds the total capital stock of the 
separate combining companies.
d. Decreased if the par value dollar amount of the 
outstanding shares of the combined corpora­
tion is less than the total capital stock of the 
separate combining companies.
14. Which of the following statements best describes 
the effect of cash yield at issuance of convertible 
securities on calculating earnings per share (EPS)?
a. If less than two-thirds of the then current bank 
prime interest rate, these securities are used to 
calculate primary EPS but not fully diluted 
EPS.
b. If less than two-thirds of the then current bank 
prime interest rate, these securities are used to 
calculate fully diluted EPS but not primary 
EPS.
c. If greater than two-thirds of the then current 
bank prime interest rate, these securities are 
used to calculate primary EPS and fully 
diluted EPS.
d. If greater than two-thirds of the then current 
bank prime interest rate, these securities are 
used to calculate fully diluted EPS but not 
primary EPS.
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15. In computing earnings per share, the equivalent 
number of shares of convertible preferred stock are 
added as an adjustment to the denominator (number of 
shares outstanding). If the preferred stock is preferred 
as to dividends, which amount should then be added as 
an adjustment to the numerator (net earnings)?
a. Annual preferred dividend.
b. Annual preferred dividend times (one minus 
the income tax rate).
c. Annual preferred dividend times the income 
tax rate.
d. Annual preferred dividend divided by the 
income tax rate.
16. In the context of general price-level adjustments, 
which of the following is a nonmonetary item?
a. Receivables under capitalized leases.
b. Obligations under capitalized leases.
c. Minority interest.
d. Unamortized discount on bonds payable.
17. When does a general purchasing power loss occur, 
and when is it recognized?
a. It occurs when holding net monetary assets 
during inflation and is recognized in units- 
of-general-purchasing-power financial state­
ments.
b. It occurs when holding net monetary liabilities 
during inflation and is recognized in units- 
of-general-purchasing-power financial state­
ments.
c. It occurs when holding net monetary assets 
during inflation and is recognized in units-of- 
general-purchasing-power and units-of-money 
financial statements.
d. It occurs when holding net monetary liabilities 
during inflation and is recognized in units- 
of-general-purchasing-power and units-of- 
money financial statements.
18. On the first day of its fiscal year Lessor, Inc., leased 
certain property at an annual rental of $100,000 receiv­
able at the beginning of each year for ten years. The 
first payment was received immediately. The leased 
property which is new had cost $650,000 and has an 
estimated useful life of thirteen years and no salvage 
value. Lessor’s borrowing rate is 8%. The present value 
of an annuity of $1 payable at the beginning of the period 
at 8% for ten years is 7.247. Lessor had no other costs 
associated with this lease. Lessor should have accounted 
for this lease as a sale; but, it mistakenly treated the lease 
as an operating lease. What was the effect on net 
earnings during the first year of the lease by having 
treated this lease as an operating lease rather than as a 
sale?
a. No effect.
b. Understated.
c. Overstated.
d. The effect depends on the method selected for 
income tax purposes.
19. Which of the following best describes a possible 
result of treasury stock transactions by a corporation?
a. May directly decrease but not increase re­
tained earnings.
b. May affect total stockholders’ equity if the cost 
method is used instead of the par value 
method.
c. May increase but not decrease reported net 
earnings.
d. May decrease but not increase reported net 
earnings.
20. A company is translating account balances from 
another currency into dollars for its December 31, 1975, 
statement of financial position and its calendar year
1975 earnings statement and statement of changes in 
financial position. The average exchange rate for the 
year 1975 should be used to translate
a. Cash at December 31, 1975.
b. Land purchased in 1973.
c. Retained earnings at January 1, 1975.
d. Sales for 1975.
Number 2 (Estimated time----- -35 to 40 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of issues in managerial 
accounting, quantitative methods, and municipal 
accounting. Use a soft pencil, preferably No. 2, to 
blacken the appropriate space on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
Items to be Answered
21. Which of the following best describes a fixed cost?
a. It may change in total where such change is 
unrelated to changes in production.
b. It may change in total where such change is re­
lated to changes in production.
c. It is constant per unit of change in production.
d. It may change in total where such change 
depends on production within the relevant 
range.
22. For a project such as a plant investment, the return 
that should leave the market price of the firm’s stock 
unchanged is known as the
a. Cost of capital.
b. Net present value.
c. Payback.
d. Discounted rate of return.
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23. What costs are treated as product costs under 
variable (direct) costing?
a. Only direct costs.
b. Only variable production costs.
c. All variable costs.
d. All variable and fixed manufacturing costs.
24. If a company’s variable costs are 70% of sales, 
which formula represents the computation of dollar sales 
that will yield a profit equal to 10% of the contribution 
margin where S equals sales in dollars for the period and 
FC equals total fixed costs for the period?
.2
FC
FC
.2
.27
FC
FC
.27
25. A cost incurred in the past and hence irrelevant for 
current decision making is a
a. Fixed cost.
b. Discretionary cost.
c. Sunk cost. '
d. Direct cost.
26. To find a minimum-cost point given a total-cost 
equation, the initial steps are to find the first derivative, 
set this derivative equal to zero, and solve the equation. 
Using the solution(s) so derived, what additional steps 
must be taken, and what result indicates a minimum?
a. Substitute the solution(s) in the first derivative 
equation and a positive solution indicates a 
minimum.
b. Substitute the solution(s) in the first derivative 
equation and a negative solution indicates a 
minimum.
c. Substitute the solution(s) in the second deriva­
tive equation and a positive solution indicates 
a minimum.
d. Substitute the solution(s) in the second deriva­
tive equation and a negative solution indicates 
a minimum.
27. The activities of a central data processing depart­
ment which offers data processing services at a discount 
to other municipal departments should be accounted for 
in
a. An enterprise fund.
b. An intragovernmental service fund.
c. A special revenue fund.
d. The general fund.
28. For its economic-order-quantity model a company 
has a cost of placing an order equal to $10, and an annual 
cost of carrying one unit in stock equal to $2. If the cost of 
placing an order increases by 20%, and the annual cost 
of carrying one unit in stock increases by 25%, and all 
other considerations remain constant, the economic 
order quantity will
a. Remain unchanged.
b. Decrease.
c. Increase.
d. Either increase or decrease depending on the 
reorder point.
29. An accountant wishes to find the present value of 
an annuity of $1 payable at the beginning of each period 
at 10% for eight periods. He has only one present-value 
table which shows the present value of an annuity of $1 
payable at the end of each period. To compute the 
present-value factor he needs, the accountant would use 
the present-value factor in the 10% column for
a. Seven periods.
b. Seven periods and add $1.
c. Eight periods.
d. Nine periods and subtract $1.
30. When standard costs are used in a process-costing 
system, how, if at all, are equivalent units involved or 
used in the cost report at standard?
a. Equivalent units are not used.
b. Equivalent units are computed using a 
“ special” approach.
c. The actual equivalent units are multiplied by 
the standard cost per unit.
d. The standard equivalent units are multiplied 
by the actual cost per unit.
31. Material is added at the beginning of a process in a 
process-costing system. The beginning work-in-process 
inventory for this process this period was 30% complete 
as to conversion costs. Using the first-in, first-out 
method of costing, the total equivalent units for material 
for this process during this period are equal to the
a. Beginning inventory this period for this 
process.
b. Units started this period in this process.
c. Units started this period in this process plus 
the beginning inventory.
d. Units started this period in this process plus 
70% of the beginning inventory this period.
32. Which of the following terms is best identified with 
a system of standard costs?
a. Marginal costing.
b. Contribution approach.
c. Management by exception.
d. Standardized accounting system.
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33. Preferably, underapplied overhead resulting from 
unanticipated price increases should be written off by
a. Decreasing cost of goods sold.
b. Increasing cost of goods sold.
c. Decreasing cost of goods sold, work-in- 
process inventory, and finished-goods inven­
tory.
d. Increasing cost of goods sold, work-in-process 
inventory, and finished-goods inventory.
34. The fixed-overhead application rate is a function of 
a predetermined “ normal” activity level. If standard 
hours allowed for good output equal this “ normal” 
activity level for a given period, the volume variance will 
be
a. Zero.
b. Favorable.
c. Unfavorable.
d. Either favorable or unfavorable depending on 
the budgeted overhead.
35. Which of the following best characterizes a 
standard cost system?
a. Standard costs involve cost control which, in 
turn, means cost reduction.
b. Standards can pinpoint responsibility and can 
help motivate employees.
c. All variances from standard should be re­
viewed.
d. All significant unfavorable variances should 
be reviewed, but significant favorable vari­
ances need not be reviewed.
36. The general fixed assets group of accounts for a 
municipality can best be described as
a. A fiscal entity.
b. An accounting entity.
c. An integral part of the general fund.
d. The only fund in which to properly account for 
fixed assets.
37. The activities of a municipal employees’ retire­
ment and pension system should be recorded in a
a. General fund.
b. Special assessment fund.
c. Intragovernmental service fund.
d. Trust fund.
38. Which of the following changes would not appear 
in an analysis of changes in fund balance statement of a 
general fund?
a. The difference between actual revenues and 
actual expenditures during the period.
b. Increases or decreases of reserves established 
in a prior period or periods.
c. Direct debits or credits to fund balance to 
record corrections or prior-period trans­
actions.
d. The difference between appropriations and 
actual expenditures during the period.
39. In municipal accounting, both budgetary and pro­
prietary accounts are used to account for all activities. 
Which of the following accounts is considered to be a 
budgetary account?
a. Reserve for depreciation.
b. Expenditures.
c. Encumbrances.
d. Fund balance.
40. A management decision may be beneficial for a 
given profit center, but not for the entire company. From 
the overall company viewpoint, this decision would lead 
to action referred to as
a. Suboptimization.
b. Centralization.
c. Goal congruence.
d. Maximization.
Number 3 (Estimated time----- -20 to 25 minutes)
Part a. Property, plant, and equipment (plant 
assets) generally represent a material portion of the total 
assets of most companies. Accounting for the acquisition 
and usage of such assets is, therefore, an important part 
of the financial reporting process.
Required:
1. Distinguish between revenue and capital ex­
penditures and explain why this distinction is important.
2. Briefly define depreciation as used in account­
ing.
3. Identify the factors that are relevant in deter­
mining the annual depreciation and explain whether 
these factors are determined objectively or whether they 
are based on judgment.
4. Explain why depreciation is usually shown in 
the sources of funds section of the statement of changes 
in financial position.
Part b. A company may acquire plant assets 
(among other ways) for cash, on a deferred-payment 
plan, by exchanging other assets, or by a combination of 
these ways.
Required:
1. Identify six costs that should be capitalized as 
the cost of land. For your answer, assume that land with 
an existing building is acquired for cash and that the 
existing building is to be removed in the immediate 
future in order that a new building can be constructed on 
that site.
2. At what amount should a company record a 
plant asset acquired on a deferred-payment plan?
3. In general, at what amount should plant assets 
received in exchange for other nonmonetary assets be 
recorded? Specifically, at what amount should a 
company record a new machine acquired by exchanging 
an older, similar machine and paying cash?
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Part a. Pension plans have developed in an envi­
ronment characterized by a complex interaction of social 
concepts, legal considerations, actuarial techniques, 
income tax laws, and accounting practices. APB Opinion 
No. 8 delineates acceptable accounting practices for the 
cost of pension plans.
Required:
1. The following terms are relevant to accounting 
for the cost of pension plans. Define or explain briefly 
each of the following:
a. Normal cost.
b. Past service cost.
c. Prior service cost.
d. Funded plan.
e. Vested benefits.
f. Actuarial gains and losses.
g. Interest.
2. Identify the disclosures required in financial 
statements regarding a company’s pension plan.
Part b. Liberty, Inc., a calendar-year corporation, 
adopted a company pension plan at the beginning of
1974. This plan is to be funded and noncontributory. 
Liberty used an appropriate actuarial cost method to 
determine its normal annual pension cost for 1974 and
1975 as $15,000 and $16,000, respectively, which was 
paid in the same year.
Liberty’s actuarially determined past service costs 
were funded on December 31, 1974, at an amount 
properly computed as $106,000. These past service costs 
are to be amortized at the maximum amount permitted 
by generally accepted accounting principles. The 
interest factor assumed by the actuary is 6%.
Required:
Prepare journal entries to record the funding of past 
service costs on December 31, 1974, and the pension 
expenses for the years 1974 and 1975. Under each 
journal entry give the reasoning to support your entry. 
Round to the nearest dollar.
Number 4 (Estimated time----- -20 to 30 minutes)
Numbers (Estimated time----- 20 to 25 minutes)
Many accountants and financial analysts contend 
that companies should report financial data for 
segments of the enterprise.
Required:
a. What does financial reporting for segments of a 
business enterprise involve?
b. Identify the reasons for requiring financial data 
to be reported by segments.
c. Identify the possible disadvantages of requir­
ing financial data to be reported by segments.
d. Identify the accounting difficulties inherent in 
segment reporting.
Part a. Income tax allocation is an integral part of 
generally accepted accounting principles. The applica­
tions of intraperiod tax allocation (within a period) and 
interperiod tax allocation (among periods) are both 
required.
Required:
1. Explain the need for intraperiod tax allocation.
2. Accountants who favor interperiod tax alloca­
tion argue that income taxes are an expense rather than 
a distribution of earnings. Explain the significance of 
this argument. Do not explain the definitions of expense 
or distribution of earnings.
3. Indicate and explain whether each of the 
following independent situations should be treated as a 
timing difference or a permanent difference.
a. Estimated warranty costs (covering a 
three-year warranty) are expensed for 
accounting purposes at the time of sale but 
deducted for income tax purposes when 
incurred.
b. Depreciation for accounting and income 
tax purposes differs because of different 
bases of carrying the related property. The 
different bases are a result of a business 
combination treated as a purchase for 
accounting purposes and as a tax-free 
exchange for income tax purposes.
c. A company properly uses the equity 
method to account for its 30% investment 
in another company. The investee pays 
dividends that are about 10% of its 
annual earnings.
4. Discuss the nature of the deferred income tax 
accounts and possible classifications in a company’s 
statement of financial position.
Part b. The investment tax credit can be 
accounted for by one of two “ generally accepted” 
methods for accounting purposes.
Required:
Identify and explain these two accounting methods 
for the investment tax credit. Do not discuss income tax 
computations of the investment tax credit.
Number 6 (Estimated time----- -20 to 25 minutes)
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Part a. A corporation’s capital (stockholders’ 
equity) is a very important part of its statement of finan­
cial position.
Required:
Identify and discuss the general categories of 
capital (stockholders’ equity) for a corporation. Be sure 
to enumerate specific sources included in each general 
category.
Part b. Stock splits and stock dividends may be 
used by a corporation to change the number of shares of 
its stock outstanding.
Required:
1. What is meant by a stock split effected in the 
form of a dividend?
Number 7 (Estimated time----- -20 to 25 minutes) 2. From an accounting viewpoint, explain how the 
stock split effected in the form of a dividend differs from 
an ordinary stock dividend.
3. How should a stock dividend which has been 
declared but not yet issued be classified in a statement of 
financial position? Why?
Part c. Jones Company has adopted a traditional 
stock option plan for its officers and other employees. 
This plan is properly considered a compensatory plan.
Required:
Discuss how accounting for this plan will affect net 
earnings and earnings per share. Ignore income tax 
considerations and accounting for income tax benefits.
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November 1976
Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE----- PART I
November 3, 1976; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
40 50
40 50
40 50
50 60
50 60
Total 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place 
them immediately following the question to which 
they relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top 
left corner. All fourteen-column sheets should then 
be wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is 
to test the candidate’s knowledge and application 
of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer for 
each item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Number 1 (Estimated time----- -40 to 50 minutes)
Answer Sheet
97. a. d.
Items to be Answered
1. The Dease Company owns a foreign subsidiary 
with 3,600,000 local currency units (LCU) of property, 
plant, and equipment before accumulated depreciation 
at December 31, 1975. Of this amount, 2,400,000 LCU 
were acquired in 1973 when the rate of exchange was 1.6 
LCU to $1, and 1,200,000 LCU were acquired in 1974 
when the rate of exchange was 1.8 LCU to $1. The rate of 
exchange in effect at December 31, 1975, was 2 LCU to 
$1. The weighted average of exchange rates which were 
in effect during 1975 was 1.92 LCU to $1. Assuming that 
the property, plant, and equipment are depreciated 
using the straight-line method over a ten-year period 
with no salvage value, how much depreciation expense 
relating to the foreign subsidiary’s property, plant, and 
equipment should be charged in Dease’s income 
statement for 1975?
a. $180,000.
b. $187,500.
c. $200,000.
d. $216,667.
2. The Clark Company owns a foreign subsidiary 
which had net income for the year ended December 31, 
1975, of 4,800,000 local currency units (LCU) which was 
appropriately translated into $800,000. On October 15, 
1975, when the rate of exchange was 5.7 LCU to $1, the 
foreign subsidiary paid a dividend to Clark of 2,400,000 
LCU. The dividend represented the net income of the 
foreign subsidiary for the six months ended June 30, 
1975, during which time the weighted average of 
exchange rates was 5.8 LCU to $1. The rate of exchange 
in effect at December 31 , 1975, was 5.9 LCU to $1. What 
rate of exchange should be used to translate the dividend 
for the December 31, 1975, financial statements?
a. 5.7 LCU to $1.
b. 5.8 LCU to $1.
c. 5.9 LCU to $1.
d. 6.0 LCU to $1.
Items 3 and 4 are based on the following informa­
tion:
The Marne Company purchased a machine on 
January 1 ,  1975, for $900,000 for the express purpose of 
leasing it. The machine is expected to have a five-year 
life, no salvage value, and be depreciated on a straight- 
line basis. On March 1 , 1975, Marne leased the machine 
to the Dal Company for $300,000 a year for a four-year 
period ending February 28, 1979. Marne incurred total 
maintenance and other related costs under the 
provisions of the lease of $15,000 relating to the year 
ended December 31, 1975. Dal paid $300,000 to Marne 
on March 1, 1975.
3. Under the operating method, what should be the 
income before income taxes derived by Marne from this 
lease for the year ended December 31, 1975?
a. $55,000.
b. $70,000.
c. $85,000.
d. $100,000.
4. What should be the amount of rent expense 
incurred by Dal from this lease for the year ended 
December 31, 1975?
a. $70,000.
b. $120,000.
c. $250,000.
d. $300,000.
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5. The Pasther Company has a contributory pension 
plan for all of its employees. In 1975, a total of $100,000 
was withheld from employees’ salaries and deposited 
into a pension fund administered by an outside trustee. 
In addition, Pasther deposited $200,000 of its own 
money into the fund in 1975. Based on the report of 
Pasther’s outside actuaries which was received in 
December 1975, the 1975 actuarial cost of the pension 
plan was $320,000. As a result of this report, Pasther 
deposited $20,000 of its own money into the fund on 
January 12, 1976. How much should the provision for 
pension cost be in Pasther’s 1975 income statement?
a. $200,000.
b. $220,000.
c. $300,000.
d. $320,000.
8. The Bullet Company acquired 1,000 shares of its 
own common stock at $16 per share on February 5, 1974, 
and sold 500 of these shares at $20 per share on August
9, 1975. The market value of Bullet’s common stock was 
$18 per share at December 31, 1974, and $21 per share at 
December 31, 1975. The cost method is used to record 
treasury stock transactions. What account(s) should 
Bullet credit in 1975 to record the sale of the 500 shares?
a. Treasury stock for $10,000.
b. Treasury stock for $8,000 and paid-in capital 
for $2,000.
c. Treasury stock for $8,000 and retained earn­
ings for $2,000.
d. Treasury stock for $7,500 and retained earn­
ings for $2,500.
Items 6 and 7 are based on the following 
information:
The Track Company followed a policy of deferring 
all research and development costs and amortizing them 
over a five-year period with a full year’s amortization 
taken in the year of the expenditure. Commencing 
January 1 , 1975, Track changed its policy in accordance 
with FASB Statement of Financial Accounting 
Standards No. 2, to one of expensing all research and 
development costs as incurred. At December 31, 1974, 
deferred research and development costs of $3,500,000 
appeared on Track’s balance sheet. Research and de­
velopment expenditures in 1975 amounted to $800,000.
6. What should be the amount of research and 
development costs charged to the income statement for 
the year ended December 31, 1975?
a. $800,000.
b. $860,000.
c. $1,500,000.
d. $4,300,000.
7. What should be the amount of deferred research 
and development costs appearing in Track’s balance 
sheet at December 31, 1975?
a. $0.
b. $640,000.
c. $2,800,000.
d. $3,440,000.
9. The Cavalier Company had 80,000 shares of 
treasury stock at December 31, 1974, which was 
acquired at $12 per share. On June 4, 1975, Cavalier 
issued 60,000 treasury shares to employees who 
exercised options under Cavalier’s employee stock 
option plan. The market value per share was $13 at 
December 31, 1974, $15 at June 4, 1975, and $18 at 
December 31 , 1975. The stock options had been granted 
for $11 per share. The cost method is used to record 
treasury stock transactions. What should be the amount 
of treasury stock on Cavalier’s balance sheet at 
December 31, 1975?
a. $60,000.
b. $240,000.
c. $300,000.
d. $360,000.
10. On January 1, 1975, the Fulmar Company sold 
personal property to the Austin Company. The personal 
property had cost Fulmar $40,000. Fulmar frequently 
sells similar items of property for $44,000. Austin gave 
Fulmar a noninterest bearing note payable in six equal 
annual installments of $10,000 with the first payment 
due December 31, 1975. Collection of the note is 
reasonably assured. A reasonable rate of interest for a 
note of this type is 10%. The present value of an annuity 
of $1 in arrears at 10% for six periods is 4.355. What 
amount of sales revenue from this transaction should be 
reported in Fulmar’s income statement for the year 
ended December 31, 1975?
a. $10,000.
b. $40,000.
c. $43,550.
d. $44,000.
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11. The Mitchell Company received a seven-year non­
interest bearing note on February 22 , 1974, in exchange 
for property it sold to the Grispin Company. There was 
no established exchange price for this property and the 
note has no ready market. The prevailing rate of interest 
for a note of this type was 10% on February 22, 1974, 
10.2% on December 31, 1974, 10.3% on February 22, 
1975, and 10.4% on December 3 1 , 1975. What interest 
rate should be used to calculate the interest revenue 
from this transaction for the year ended December 31,
1975 and 1974, respectively?
a. 0% and 0%.
b. 10% and 10%.
c. 10% and 10.3%.
d. 10.2% and 10.4%.
Items 12 and 13 are based on the following 
information:
On January 1, 1975, the Green Company entered 
into a noncancelable lease agreement with the Blatt 
Company for a machine which was carried on the 
accounting records of Green at $2,000,000. Total 
payments under the lease agreement which expires on 
December 31, 1984, aggregate $3,550,800 of which 
$2,400,000 represents the cost of the machine to Blatt. 
Payments of $355,080 are due each January 1, The first 
payment was made on January 1, 1975 when the lease 
agreement was finalized. The interest rate of 10% which 
was stipulated in the lease agreement is considered fair 
and adequate compensation to Green for the use of its 
funds. The “ interest” method of amortization is being 
used. Blatt expects the machine to have a ten-year life, 
no salvage value, and be depreciated on a straight-line 
basis. The lease agreement should be accounted for as a 
lease equivalent to a sale by Green and as a lease which 
is in substance a purchase by Blatt.
12. What should be the income before income taxes 
derived by Green from this lease for the year ended 
December 31, 1975?
a. $204,492.
b. $355,080.
c. $604,492.
d. $755,080.
13. Ignoring income taxes, what should be the 
expenses incurred by Blatt from this lease for the year 
ended December 31, 1975?
a. $204,492.
b. $355,080.
c. $444,492.
d. $595,080.
14. The net income for the year ended December 31,
1975, for the Kenny Company was $2,100,000. 
Additional information is as follows:
Capital expenditures $6,200,000
Depreciation on fixed assets 2,400,000
Dividends paid on common stock 700,000 
Net increase in noncurrent deferred
income tax liability 200,000
Amortization of goodwill 75,000
Based on the information given above, what should be 
the working capital provided from operations in the 
statement of changes in financial position for the year 
ended December 31, 1975?
a. $4,075,000.
b. $4,375,000.
c. $4,700,000.
d. $4,775,000.
15. Information concerning the debt of the Gallery 
Company is as follows:
Short-term borrowings:
Balance at December 31, 1974 $ 1,200,000
Proceeds from borrowings in 1975 1,500,000
Payments made in 1975 (1,400,000)
Balance at December 31, 1975 $ 1,300,000
Current portion of long-term debt:
Balance at December 31 ,1974 $ 5,500,000 
Transfers from caption
“ Long-Term Debt’ ’ 6,000,000
Payments made in 1975 (5,500,000)
Balance at December 31, 1975 $ 6,000,000
Long-term debt:
Balance at December 31, 1974 $42,500,000
Proceeds from borrowings in 1975 18,000,000 
Transfers to caption “ Current
Portion of Long-Term Debt” (6,000,000)
Payments made in 1975 (10,000,000]
Balance at December 31,1975 $44,500,000
Assuming funds are defined as working capital, how 
should the above information be shown on Gallery’s 
statement of changes in financial position for the year 
ended December 31, 1975?
Source Use
a. $16,000,000 $18,000,000.
b. $17,400,000 $19,500,000.
c. $18,000,000 $16,000,000.
d. $25,500,000 $22,900,000.
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16. The stockholders’ equity of the Spain Company at 
December 31, 1974, was as follows:
Convertible preferred stock, $20 par 
value. Each share convertible into 2 
shares of common stock. Authorized
6,000 shares; issued and outstanding
5,000 shares $100,000 
Premium on convertible preferred
stock 15,000
Common stock, $10 par value. Autho­
rized 30,000 shares; issued and out­
standing 20,000 shares 200,000 
Additional paid-in capital on common 
stock 25,000 
Retained earnings 650,000
Total stockholders’ equity $990,000
During 1975, a total of 2,000 shares of the 
convertible preferred stock were converted into common 
stock. Also during 1975, a total of 5,000 shares of 
common stock were issued at $15 per share. Assuming 
funds are defined as working capital, how should the 
above information be shown on Spain’s statement of 
changes in financial position for the year ended 
December 31, 1975?
date of exchange. The piece of equipment had a 
recorded amount on Flynn’s books of $3,100. What 
journal entry should Ackley have made to record this 
exchange?
Source Use
a. $ 46,000 $ 96,000.
b. $ 46,000 $121,000.
c. $121,000 $ 0.
d. $121,000 $ 46,000.
17. At December 31, 1974, the Back Company had
350,000 shares of common stock outstanding. On 
September 1, 1975, an additional 150,000 shares of 
common stock were issued. In addition, Back had 
$10,000,000 of 8% convertible bonds outstanding at 
December 31, 1974 which are convertible into 200,000 
shares of common stock. The bonds were not considered 
common stock equivalents at the time of their issuance 
and no bonds were converted into common stock in 1975. 
The net income for the year ended December 31, 1975, 
was $3,000,000. Assuming the income tax rate was 50%, 
what should be the fully diluted earnings per share for 
the year ended December 31, 1975?
a. $4.33.
b. $5.00.
c. $5.67.
d. $7.50.
18. The Ackley Company exchanged 100 shares of 
Burke Company common stock, which Ackley was 
holding as an investment, for a piece of equipment from 
the Flynn Company. The Burke Company common 
stock, which had been purchased by Ackley for $30 per 
share, had a quoted market value of $34 per share at the
Debit Credit
a. Equipment
Investment in Burke 
Company common stock
b. Equipment
Investment in Burke 
Company common stock 
Other income
c. Equipment 
Other expense
Investment in Burke 
Company common stock
d. Equipment
Investment in Burke 
Company common stock 
Other income
$3,000
3,100
3,100
300
3,400
$3,000
3,000
100
3,400
3,000
400
Number 2 (Estimated time----- -40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of managerial-accounting and 
quantitative-metliods problems. Use a soft pencil, pre­
ferably No. 2, to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. 
Mark only one answer for each item. Answer all items. 
Your grade will be based on your total correct answers.
Items to be Answered
19. The Oliver Company plans to market a new 
product. Based on its market studies, Oliver estimates 
that it can sell 5,500 units in 1976. The selling price will 
be $2.00 per unit. Variable costs are estimated to be 40% 
of the selling price. Fixed costs are estimated to be 
$6,000. What is the breakeven point?
a. 3,750 units.
b. 5,000 units.
c. 5,500 units.
d. 7,500 units.
20. The Breiden Company sells rodaks for $6.00 per 
unit. Variable costs are $2.00 per unit. Fixed costs are 
$37,500. How many rodaks must be sold to realize a 
profit before income taxes of 15% of sales?
a. 9,375 units.
b. 9,740 units.
c. 11,029 units.
d. 12,097 units.
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21. At a breakeven point of 400 units sold, the variable 
costs were $400 and the fixed costs were $200. What will 
the 401st unit sold contribute to profit before income 
taxes?
a. $0.
b. $0.50.
c. $1.00.
d. $1.50.
22. Maxwell Company has an opportunity to acquire a 
new machine to replace one of its present machines. The 
new machine would cost $90,000, have a five-year life, 
and no estimated salvage value. Variable operating 
costs would be $100,000 per year.
The present machine has a book value of $50,000 
and a remaining life of five years. Its disposal value now 
is $5,000, but it would be zero after five years. Variable 
operating costs would be $125,000 per year.
Ignore present-value calculations and income 
taxes. Considering the five years in total, what would be 
the difference in profit before income taxes by acquiring 
the new machine as opposed to retaining the present 
one?
a. $10,000 decrease.
b. $15,000 decrease.
c. $35,000 increase.
d. $40,000 increase.
23. Which of the following best describes an 
opportunity cost?
a. It is usually relevant, but is not part of tradi­
tional accounting records.
b. It is usually not relevant, but is part of 
traditional accounting records.
c. It is usually relevant, and is part of tradi­
tional accounting records.
d. It is usually not relevant, and is not part of 
traditional accounting records.
24. Gilbert Manufacturing Company manufactures 
two products, Alt and Bat. Initially, they are processed 
from the same raw material and then, after split-off, they 
are further processed separately. Additional informa­
tion is as follows:
Final sales price 
Joint costs prior to 
split-off point 
Costs beyond split-off 
point
Alt Bat Total
$9,000 $6,000 $15,000
? ? 6,600
3,000 3,000 6,000
Using the relative-sales-value approach, what are the 
assigned joint costs of Alt and Bat, respectively?
a. $3,300 and $3,300.
b. $3,960 and $2,640.
c. $4,400 and $2,200.
d. $4,560 and $2,040.
25. Fleet, Inc., manufactured 700 units of Product A, a 
new product, in 1975. Product A’s variable and fixed 
manufacturing costs per unit were $6.00 and $2.00, 
respectively. The inventory of Product A on December
31, 1975 consisted of 100 units. There was no inventory 
of Product A on January 1, 1975. What would be the 
change in the dollar amount of inventory on December
31, 1975 if the direct-costing method was used instead of 
the absorption-costing method?
a. $800 decrease.
b. $200 decrease.
c. $0.
d. $200 increase.
26. Net income reported under absorption costing will 
exceed net income reported under direct costing for a 
given period if
a. Production equals sales for that period.
b. Production exceeds sales for that period.
c. Sales exceed production for that period.
d. The variable overhead exceeds the fixed 
overhead.
27. Williamson Manufacturing intends to produce two 
products, X and Y. Product X requires six hours of time 
on Machine 1 and twelve hours of time on Machine 2. 
Product Y requires four hours of time on Machine 1 and 
no time on Machine 2. Both machines are available for 
twenty-four hours. Assuming that the objective function 
of the total contribution margin is $2X +  $1Y, what 
product mix will produce the maximum profit?
a. No units of Product X and 6 units of Product Y.
b. 1 unit of Product X and 4 units of Product Y.
c. 2 units of Product X and 3 units of Product Y.
d. 4 units of Product X and no units of Product Y.
28. Which of the following is not an application of 
linear-programming techniques?
a. Scheduling flight crews to various flights to 
minimize costs.
b. Routing production to minimize costs.
c. Determining the optimum trade-off between 
time and costs to maximize profits.
d. Deciding which warehouses will service which 
customers to minimize total shipping costs.
29. Ciraulo, Inc., recently acquired a machine at a cost 
of $64,000. It will be depreciated on a straight-line basis 
over eight years with no estimated salvage value. 
Ciraulo estimates that this machine will produce an 
annual net cash inflow (before income taxes) of $18,000. 
Assuming an income tax rate of 50%, what is the 
approximate payback period on this investment?
a. 3.6 years.
b. 4.9 years.
c. 7.1 years.
d. 12.8 years.
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30. The mathematical notation for the average cost 
function for a business is 6X3 +4X2 +2X +8 + 2/X 
where X equals production volume. What would be 
the mathematical notation for the total cost function 
for the business?
The average cost function multiplied by X. 
The average cost function divided by X.
The average cost function divided by X/2. 
The first derivative of the average cost 
function.
a.
b.
c.
d.
31. The following relationships pertain to a year’s 
budgeted activity for Smythe Company:
Direct-labor hours 
Total costs
300,000
$129,000
400,000
$154,000
What are the budgeted fixed costs for the year?
a. $25,000.
b. $54,000.
c. $75,000.
d. $100,000.
32. Herman Company acquired an asset at a cost of 
$46,600. It had an estimated life of ten years. Annual 
after tax net cash benefits are estimated to be $10,000 at 
the end of each year. The following amounts appear in 
the interest table for the present value of an annuity of $1 
at year end for ten years:
16%
18%
20%
4.83
4.49
4.19
What is the maximum interest rate that could be paid for 
the capital employed over the life of this asset without 
loss on this project?
a. 16%.
b. 17%.
c. 18%.
d. 19%.
34. Siegal Company has correctly computed its 
economic order quantity as 500 units; however, 
management feels it would rather order in quantities of 
600 units. How should Siegal’s total annual purchase- 
order cost and total annual carrying cost for an order 
quantity of 600 units compare to the respective amounts 
for an order quantity of 500 units?
a. Higher purchase-order cost and higher 
carrying cost.
Lower purchase-order cost and lower carrying 
cost.
Higher purchase-order cost and lower 
carrying cost.
Lower purchase-order cost and higher 
carrying cost.
b.
c.
d.
Items 35 and 36 are based on the following 
information:
Patsy Corp., has estimated its activity for 
December 1976. Selected data from these estimated 
amounts are as follows:
• Sales $350,000 
Gross profit (based on sales) 30% 
Increase in trade accounts
receivable during month $10,000 
Change in accounts payable
during month $0
Increase in inventory during month $5,000
• Variable selling, general and administrative 
expenses (S,G&A) includes a charge for uncollectible 
accounts of 1% of sales.
• Total S,G&A is $35,500 per month plus 15%
of sales.
• Depreciation expense of $20,000 per month is
included in fixed S,G& A.
33. Garmar, Inc., has determined the following for a 
given year;
Economic order quantity (standard 
order size) 5,000 units
Total cost to place purchase orders 
for the year $10,000
Cost to place one purchase order $50
Cost to carry one unit for one year $4
What is Garmar’s estimated annual usage in units?
a. 1,000,000.
b. 2,000,000.
c. 4,000,000.
d. Cannot be determined from the information 
given.
35. On the basis of the above data, what are the 
estimated cash receipts from operations for December?
a. $336,500.
b. $340,000.
c. $346,500.
d. $350,000.
36. On the basis of the above data, what are the 
estimated cash disbursements from operations for 
December?
a. $309,500.
b. $313,000.
c. $314,500.
d. $318,000.
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Mr. and Mrs. Bauer have engaged you to prepare 
their 1975 federal income tax return. You have obtained 
from them the following information relating to the 
calendar year 1975:
• Mr. Bauer is 48 years old and self-employed. 
Mrs. Bauer is 45 years old and earned $5,500 in 1975 
working part time as a dental technician. Their sixteen 
year old son is blind and lives at home.
• Mr. Bauer purchased a building in 1970 for 
$125,000 of which $25,000 is allocated to land. The 
building is being depreciated on a straight-line basis 
over a forty-year period. Net salvage value is negligible. 
One half of the building is occupied by a drapery 
business which pays rent of $14,000 a year to Mr. Bauer. 
The other half of the building is occupied by Mr. Bauer’s 
retail carpet business.
The costs incurred in 1975 relative to the entire 
building were as follows:
Number 3 (Estimated time----- 40 to 50 minutes)
Utilities and maintenance 
Interest on mortgage 
Property taxes
$8,000
5,000
4,000
• Mr. Bauer’s retail carpet business is operated as 
a sole proprietorship. This business is on a calendar-year 
accounting period and the accrual method of accounting. 
According to Mr. Bauer’s accounting records, the profit 
from this business was $16,000 in 1975 before 
considering additional first-year (bonus) depreciation. 
Mr. Bauer then elected, for income tax purposes, to 
deduct additional first-year (bonus) depreciation on a 
stitching machine that was purchased on January 1, 
1975, for $3,000. The machine has been depreciated on a 
straight-line basis over a ten-year period, and has no 
salvage value.
• In addition to the retail carpet business, Mr. 
Bauer installs carpeting for other retail carpet 
businesses. Mr. Bauer’s carpet-installing business is 
operated as a sole proprietorship. This business is on a 
calendar-year accounting period and the accrual method 
of accounting. According to Mr. Bauer’s accounting 
records, the profit from this business was $9,000 in 1975. 
You discovered that Mr. Bauer used his automobile in 
this business and did not include any automobile 
expenses in the profit figure given above.
• The automobile was used one half in the 
carpet-installing business and one half for nonbusiness 
purposes. The costs incurred in 1975 relative to this 
automobile were as follows:
Depreciation $1,260
Gasoline (including state gasoline 
taxes of $46) 490
Maintenance and repairs 60
License and registration fees 40
(The mileage allowance method would 
result in a lower deduction.)
• You discovered that Mr. Bauer properly 
contributed $2,100 to a qualified retirement plan for 
self-employed individuals and did not include any of 
this contribution in determining the profit of either the 
retail carpet business or the carpet-installing business.
• During 1975, Mr. and Mrs. Bauer sold their 
house, which they had lived in for many years, for 
$50,000. The adjusted basis of this house at the time of 
the sale was $30,000. They immediately moved into a 
five-year old house which cost $55,000.
• Mr. and Mrs. Bauer had other income or 
receipts in 1975 as follows:
Gain on sale of common stock
purchased in 1973 $1,350
Gain on sale of common stock
purchased in April 1975 and
sold in July 1975 850
Dividends received from domestic
corporations by Mr. Bauer 450
Interest income from savings account 330
Interest income on municipal obliga­
tions 250
• During 1975, the Bauer home was burglarized
and a diamond ring which cost $725 three years ago and 
was worth $820 at the time of the burglary was stolen. 
The ring was insured but the insurance recovery was 
only $600.
• Mr. and Mrs. Bauer had other expenses or 
expenditures in 1975, not included elsewhere, as 
follows:
Estimated federal income taxes paid by 
Mr. Bauer (assume the amount is 
sufficient to avoid penalties) $6,040
Interest on mortgage on Mr. and Mrs.
Bauer’s houses 1,840
Property taxes on Mr. and Mrs. Bauer’s 
houses 1,660
Loss on sale of common stock purchased 
in 1972 1,550
Self-employment social security taxes paid 
by Mr. Bauer (assume the computation is 
correct) 1,240
Estimated state income taxes paid by Mr.
Bauer (assume the amount is sufficient 
to avoid penalties) 940
Federal income taxes withheld by Mrs.
Bauer’s employer 800
Nonbusiness bad debt 540
Charitable contributions (cash) 410
Medical expenses not reimbursed by 
insurance 310
Employee portion of social security taxes 
withheld by Mrs. Bauer’s employer 290
State income taxes withheld by Mrs.
Bauer’s employer 260
State sales taxes paid 210
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Required:
Prepare a work sheet to be used for the preparation 
of Mr. and Mrs. Bauer’s 1975 joint federal income tax 
return. The columns on this work sheet should have the 
following headings:
Description
Taxable ordinary income—personal
Taxable ordinary income—building rental
Taxable ordinary income—retail carpet business
Taxable ordinary income—carpet-installing business
Net gain or (loss) from sale of capital assets
Adjustments to gross income
Adjusted gross income
Personal deductions and exemptions
Taxable income
Exempt income and nondeductible items
Provide supporting schedules for taxable ordinary 
income - building rental; taxable ordinary income - retail 
carpet business; taxable ordinary income - carpet-in­
stalling business; and net gain or (loss) from sale of 
capital assets. Any possible alternative treatments 
should be resolved in a manner that will minimize 
taxable income for 1975.
Number 4 (Estimated time----- -50 to 60 minutes)
Number 4 consists of two unrelated parts.
Part a. The financial statements of the Quality 
Company showed income before income taxes of 
$4,030,000 for the year ended December 31, 1975, and 
$3,330,000 for the year ended December 31, 1974. 
Additional information is as follows:
• Capital expenditures were $2,800,000 in 1975 
and $4,000,000 in 1974. Included in the 1975 capital 
expenditures is equipment purchased for $1,000,000 on 
January 1, 1975, with no salvage value. Quality used 
straight-line depreciation based on a ten-year estimated 
life in its financial statements. As a result of additional 
information now available, it is estimated that this 
equipment should have only an eight-year life.
• Quality made an error in its financial statements 
which should be regarded as material. A payment of 
$180,000 was made in January 1975 and charged to 
expense in 1975 for insurance premiums applicable to 
policies commencing and expiring in 1974. No liability 
had been recorded for this item at December 31, 1974.
• The allowance for doubtful accounts reflected in 
Quality’s financial statements was $7,000 at December 
31, 1975, and $97,000 at December 31, 1974. During 
1975, $90,000 of uncollectible receivables were written 
off against the allowance for doubtful accounts. In 1974, 
the provision for doubtful accounts was based on a 
percentage of net sales. The 1975 provision has not yet 
been recorded. Net sales were $58,500,000 for the year 
ended December 31 , 1975, and $49,230,000 for the year 
ended December 31 , 1974. Based on the latest available
facts, the 1975 provision for doubtful accounts is 
estimated to be 0.2% of net sales.
• A review of the estimated warranty liability at 
December 31, 1975, which is included in “other 
liabilities” in Quality’s financial statements, has 
disclosed that this estimated liability should be 
increased $170,000.
• Quality has two large blast furnaces that it uses 
in its manufacturing process. These furnaces must be 
periodically relined. Furnace A was relined in January
1969 at a cost of $230,000 and in January 1974 at a cost of 
$280,000. Furnace B was relined for the first time in 
January 1975 at a cost of $300,000. In Quality’s financial 
statements, these costs were expensed as incurred.
Since a relining will last for five years, a more 
appropriate matching of revenues and costs would have 
resulted if the cost of the relining was capitalized and 
depreciated over the productive life of the relining. 
Quality has decided to make a change in accounting 
principle from expensing relining costs as incurred to 
capitalizing them and depreciating them over their 
productive life on a straight-line basis with a full year’s 
depreciation in the year of relining. This change meets 
the requirements for a change in accounting principle 
under APB Opinion No. 20, “ Accounting Changes.”
Required:
1. For the years ended December 31, 1975, and
1974, prepare a work sheet reconciling income before 
income taxes as given above with income before income 
taxes and cumulative effect of a change in accounting 
principle as adjusted for the above additional 
information. Show supporting computations in good 
form. Ignore income taxes and deferred tax considera­
tions in your answer. The work sheet should have the 
following format:
Year ended December 31,
1975 1974
Income before income taxes, 
before adjustments
Adjustments:
Net adjustments 
Income before income taxes 
and cumulative effect of a 
change in accounting prin­
ciple, after adjustments
$4,030,000 $3,330,000
2. For the year ended December 31, 1975, 
compute the cumulative effect before income taxes of 
the change in accounting principle from expensing to 
capitalizing relining costs. Ignore income taxes and 
deferred tax considerations in your answer.
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Number 4 (continued)
Part b. The Printing Company is listed on the New York Stock Exchange. The market value of its common stock was 
quoted at $10 per share at December 31, 1975, and 1974. Printing’s balance sheet at December 31, 1975, and 1974, and 
statement of income and retained earnings for the years then ended are presented below:
Printing Company 
BALANCE SHEET
December 31,
Assets:
Current assets:
Cash
Marketable securities, at cost which approximates market 
Accounts receivable, net of allowance for doubtful accounts 
Inventories, lower of cost or market 
Prepaid expenses
Total current assets
Property, plant, and equipment, net of accumulated 
depreciation 
Investments, at equity 
Long-term receivables
Goodwill and patents, net of accumulated amortization 
Other assets 
Total assets
Liabilities and Stockholders Equity:
Current liabilities:
Notes payable 
Accounts payable 
Accrued expenses 
Income taxes payable
Payments due within one year on long-term debt 
Total current liabilities
Long-term debt 
Deferred income taxes 
Other liabilities
Stockholders’ equity:
Common stock, par value $1.00 per share; authorized
20,000,000 shares; issued and outstanding
10,000,000 shares
5% cumulative preferred stock, par value $100.00 
per share; $100.00 liquidating value; authorized
50,000 shares; issued and outstanding 40,000 shares 
Additional paid-in capital 
Retained earnings
Total stockholders’ equity
Total liabilities and stockholders’ equity
1975 1974
$ 3,500,000 $ 3,600,000
13,000,000 11,000,000
105,000,000 95,000,000
126,000,000 154,000,000
2,500,000 2,400,000
250,000,000 266,000,000
311,000,000 308,000,000
2,000,000 3,000,000
14,000,000 16,000,000
6,000,000 6,500,000
7,000,000 8,500,000
$590,000,000 $608,000,000
$ 5,000,000 $ 15,000,000
38,000,000 48,000,000
24,500,000 27,000,000
1,000,000 1,000,000
6,500,000 7,000,000
75,000,000 98,000,000
169,000,000 180,000,000
74,000,000 67,000,000
9,000,000 8,000,000
10,000,000 10,000,000
4,000,000 4,000,000
107,000,000 107,000,000
142,000,000 134,000,000
263,000,000 255,000,000
$590,000,000 $608,000,000
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Year ended December 31,
1975 1974
Net sales $600,000,000 $500,000,000
Costs and expenses:
Cost of goods sold 490,000,000 400,000,000
Selling, general and administrative expenses 66,000,000 60,000,000
Other, net 7,000,000 6,000,000
Total costs and expenses 563,000,000 466,000,000
Income before income taxes 37,000,000 34,000,000
Income taxes 16,800,000 15,800,000
Net income 20,200,000 18,200,000
Retained earnings at beginning of period 134,000,000 126,000,000
Dividends on common stock 12,000,000 10,000,000
Dividends on preferred stock 200,000 200,000
Retained earnings at end of period $142,000,000 $134,000,000
Required:
Based on the above information, compute (for the year 1975 only) the following:
1. Current (working capital) ratio.
Quick (acid-test) ratio.
Number of days’ sales in average receivables, 
assuming a business year consisting of 300 days and all 
sales on account.
Inventory turnover.
Book value per share of common stock.
Earnings per share on common stock.
Price-earnings ratio on common stock.
Dividend-payout ratio on common stock.
2 .
3.
4.
5.
6.
7.
8.
Show supporting computations in good form.
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Number 5 consists of two unrelated parts.
Part a. The Mikis Company has supplied you 
with information regarding its 1975 income tax expense 
for financial statement reporting as follows:
• The provision for current income taxes (exclu­
sive of investment tax credits) was $600,000 for the year 
ended December 31, 1975. Mikis made estimated tax 
payments of $550,000 during 1975.
• Investment tax credits of $100,000 arising from 
fixed assets put into service in 1975 were taken for 
income tax reporting in 1975. Mikis defers investment 
tax credits and amortizes them to income over the 
productive life of the related assets for financial 
statement reporting. Unamortized deferred investment 
tax credits amounted to $400,000 at December 3 1 , 1975, 
and $375,000 at December 31, 1974.
• Mikis generally depreciates fixed assets using 
the straight-line method for financial statement 
reporting and various accelerated methods for income 
tax reporting. During 1975, depreciation on fixed assets 
amounted to $900,000 for financial statement reporting 
and $950,000 for income tax reporting. Commitments for 
the purchase of fixed assets amounted to $450,000 at 
December 3 1 , 1975. Such fixed assets will be subject to 
an investment tax credit of 10%.
• For financial statement reporting, Mikis has 
accrued estimated losses from product warranty 
contracts prior to their occurrence. For income tax 
reporting, no deduction is taken until payments are 
made. At December 31, 1974, accrued estimated losses 
of $200,000 were included in the liability section of 
Mikis’ balance sheet. Based on the latest available 
information, Mikis estimates that this figure should be 
30% higher at December 31, 1975. Payments of 
$250,000 were made in 1975.
• In 1970, Mikis acquired another company for 
cash. Goodwill resulting from this transaction was 
$800,000 and is being amortized over a forty-year period 
for financial statement reporting. The amortization is 
not deductible for income tax reporting.
• Mikis has a wholly-owned foreign subsidiary. 
In 1975, this subsidiary had income before United 
States and foreign income taxes of $175,000 and a 
provision for taxes in its own country of $70,000. No 
earnings were remitted to Mikis in 1975. For United 
States income tax reporting, Mikis will receive a tax 
credit for $70,000 when these earnings are remitted. 
Mikis provides taxes on the unremitted earnings of this 
subsidiary for financial statement reporting.
Numbers (Estimatedtime- - 50 to 60 minutes) • Premiums paid on officers’ life insurance 
amounted to $80,000 in 1975. These premiums are not 
deductible for income tax reporting.
• Assume that the United States income tax rate 
was 48%.
Required:
1. What amounts should be shown for (1) 
provision for current income taxes; (2) provision for 
deferred income taxes; and (3) investment tax credits 
recognized in Mikis’ income statement for the year 
ended December 31, 1975? Show supporting computa­
tions in good form.
2. Identify any information in the fact situation 
which was not used to determine the answer to 1. above 
and explain why this information was not used.
Part b. The North Salem Company has supplied 
you with information regarding two investments which 
were made during 1975 as follows:
• On January 1 ,  1975, North Salem purchased for 
cash 40% of the 500,000 shares of voting common stock 
of the Yorktown Company for $2,400,000 representing 
40% of the net worth of Yorktown. Yorktown’s net in­
come for the year ended December 31, 1975, was 
$750,000. Yorktown paid dividends of $0.50 per share 
in 1975. The market value of Yorktown’s common stock 
was $14 per share on December 31, 1975. North Salem 
exercised significant influence over the operating and 
financial policies of Yorktown.
• On July 1, 1975, North Salem purchased for 
cash 15,000 shares representing 5% of the voting 
common stock of the Mahopac Company for $450,000. 
Mahopac’s net income for the six months ended 
December 31, 1975, was $350,000 and for the year 
ended December 31, 1975, was $600,000. Mahopac 
paid dividends of $0.30 per share each quarter during
1975 to stockholders of record on the last day of each 
quarter. The market value of Mahopac’s common stock 
was $32 per share on January 1, 1975, and $34 per 
share on December 31, 1975.
Required:
1. As a result of these two investments, what 
should be the balance in the “ Investments” account for 
North Salem at December 31, 1975? Show supporting 
computations in good form. Ignore income taxes and 
deferred tax considerations in your answer.
2. As a result of these two investments, what 
should be the income reported by North Salem for the 
year ended December 31, 1975? Show supporting 
computations in good form. Ignore income taxes and 
deferred tax considerations in your answer.
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NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ..............................................................................................  40 50
No. 2 ..............................................................................................  40 50
No. 3 ..............................................................................................  50 60
No. 4 ..............................................................................................  50 60
No. 5 ..............................................................................................  _40_
Total....................................................................................... 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place 
them immediately following the question to which 
they relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top 
left corner. All fourteen-column sheets should then 
be wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is 
to test the candidate’s knowledge and application 
of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Number 1 (Estimated time----- -40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer for 
each Item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000: 
sales returns and allowances reduced the amounts owed 
by $160,000. How much were net sales last year for 
Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97. a. b.       c.
Items to be Answered
d.
1. The following common size income statements are 
available for Sparky Corporation for the two years ended 
December 31, 1975, and 1974:
Sales
Cost of sales
Gross profit on sales 
Operating expenses (including 
income tax expense)
Net income
The trend percentages for sales are as follows:
1975
1974
130%
100%
What should be the trend percentage for gross profit on 
sales for 1975?
a. 58.5%.
b. 130%.
c. 150%.
d. 195%.
2. The Robert Construction Corporation uses the 
percentage-of-completion method of accounting. In 
1975, Robert began work on a contract it had received 
which provided for a contract price of $8,000,000. Other 
details follow:
Costs incurred during the year 
Estimated costs to complete as of 
December 31 
Billings during the year 
Collections during the year
1975
$1,200,000
4,800,000
1,440,000 
1,000,000
What should be the gross profit recognized in 1975?
a. $160,000.
b. $240,000.
c. $400,000.
d. $1,600,000.
3. On April 7, 1975, the Script Corporation sold a 
$1,000,000 twenty-year, 8 percent bond issue for 
$1,030,000. Each $1,000 bond has a detachable warrant 
that permits the purchase of one share of the corpor­
ation’s common stock for $30. The stock has a par value 
of $25 per share. Immediately after the sale of the bonds, 
the corporation’s securities had the following market 
values:
8% bond without warrants
Warrants
Common stock
$1,020
10
28
1975 1974
100% 100% What accounts should the corporation credit to record
55 70 the sale of the bonds?
45 30 a. Bonds payable $1,000,000
Premium on bonds payable 2,000
20 18 Common stock warrants
25% 12% outstanding 28,000
b. Bonds payable 1,000,000 
Premium on bonds payable 5,000 
Common stock warrants
outstanding 25,000
c. Bonds payable 1,000,000 
Premium on bonds payable 20,000 
Common stock warrants
outstanding 10,000
d. Bonds payable 1,000,000 
Premium on bonds payable 30,000
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4. The Porrous Food Company distributes coupons to 
consumers which may be presented (on or before a 
stated expiration date) to grocers for discounts on 
certain products of Porrous. The grocers are reimbursed 
when they send the coupons to Porrous. In Porrous’ 
experience, 40% of such coupons are redeemed, and 
generally one month elapses between the date a grocer 
receives a coupon from a consumer and the date Porrous 
receives it. During 1975, Porrous issued two separate 
series of coupons as follows:
Issued on Total Value
6. On January 1 , 1972, the Silver Company purchased 
equipment for $300,000. The equipment was being 
depreciated over an estimated life of 10 years on the 
straight-line method, with no estimated salvage value. 
On December 31, 1975, the equipment was sold for 
$200,000. The general price-level statement of income 
prepared for the year ended December 31, 1975, should 
include how much gain or loss from this sale?
a. $10,600 loss.
b. $16,000 gain.
c. $20,000 gain.
d. $52,000 loss.
January 1 , 1975 
July 1 ,  1975
$50,000
60,000
7. An analysis of the Gallant Corporation’s “ Machin­
ery and equipment” account as of December 31, 1975, 
follows:
Consumer Expiration 
______ Date_______
June 3 0 , 1975 
December 3 1 , 1975
Amount Disbursed on 
Redemption as o f  
December 31, 1975
$17,000
20,000
The December 3 1 , 1975, balance sheet should include a 
liability for unredeemed coupons of
a. $0.
b. $4,000.
c. $7,000.
d. $16,000.
Machinery and Equipment
Acquired in December 1972 
Acquired in December 1974 
Balance 
Accumulated Depreciation
On equipment acquired in 
December 1972 
On equipment acquired in 
December 1974
Balance
$400,000
100,000
$500,000
$160,000
20,000
$180,000
Items 5 ,  6, and 7 are based on the following infor­
mation:
A general price-level balance sheet prepared as of 
December 31, 1975, should include machinery and 
equipment net of accumulated depreciation of
a. $284,848.
b. $360,000.
c. $398,788.
d. $448,000.
The following schedule lists the general price-level 
index at the end of each of the five indicated years:
1971 100
1972 110
1973 115
1974 120
1975 140
5. In December 1974, the Meetu Corporation pur­
chased land for $300,000 The land was held until 
December 1975, when it was sold for $400,000. The 
general price-level statement of income for the year 
ended December 31, 1975, should include how much 
gain or loss on this sale?
a. $20,000 loss.
b. $20,000 general price-level loss.
c. $50,000 gain.
d. $100,000 gain.
8. For the month of December 1975, the records of 
Ranger Corporation show the following information:
Cash received on accounts receivable $35,000 
Cash sales 30,000 
Accounts receivable, December 1 , 1975 80,000 
Accounts receivable, December 31 , 1975 74,000 
Accounts receivable written off as uncol­
lectible 1,000
The corporation uses the direct write-off method in 
accounting for uncollectible accounts receivable. What 
are the gross sales for the month of December 1975?
a. $59,000.
b. $60,000.
c. $65,000.
d. $72,000.
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9. The Hint Corporation granted stock options for
10,000 shares of its $20 par value common stock to 
certain of its key employees on January 1, 1975, when 
the fair market value of the common stock was $35 per 
share. The options, which can be exercised at $38 per 
share, became exercisable on January 1, 1976, and 
expire on December 31, 1978. Those employees receiv­
ing the options must be employed by the corporation at 
the time the options are exercised. What amount of addi­
tional compensation should Hint record in 1975?
a. $0.
b. $7,500.
c. $10,000.
d. $30,000.
10. In January 1975, the Harold Corporation acquired 
20% of the outstanding common stock of Otis Company 
for $400,000. This investment gave Harold the ability 
to exercise significant influence over Otis. The book 
value of these shares was $300,000. The excess of cost 
over book value was attributed to an identifiable 
intangible asset which was undervalued on Otis’ 
balance sheet and which had a remaining useful life of 
ten years.
For the year ended December 31, 1975, Otis 
reported net income of $90,000 and paid cash dividends 
of $20,000 on its common stock. What is the carrying 
value of Harold’s investment in Otis Company at 
December 31, 1975?
a. $386,000.
b. $390,000.
c. $400,000.
d. $404,000.
12. The long-term debt section of The North 
Company’s balance sheet as of December 31, 1975, 
included 6% bonds payable of $100,000 less unamor­
tized discount of $5,000. Further examination revealed 
that these bonds were issued to yield 8%.
The amortization of the bond discount was 
recorded using the effective interest method. Interest 
was paid on January 1 and July 1 of each year. On 
July 1 , 1976, North retired the bonds at 102 before their 
maturity. What loss should North record on the 
retirement of the bonds on July 1 ,  1976?
a. $4,200.
b. $6,200.
c. $7,000.
d. $7,800.
13. At the close of its first year of operations, 
December 31 , 1975, the Walker Company had accounts 
receivable of $250,000, which were net of the related 
allowance for doubtful accounts. During 1975, the 
company had charges to bad debt expense of $40,000 
and wrote off, as uncollectible, accounts receivable of 
$10,000. What should the company report on its balance 
sheet at December 31, 1975, as accounts receivable 
before the allowance for doubtful accounts?
a. $250,000.
b. $260,000.
c. $280,000.
d. $300,000.
14. The December 31, 1975, balance sheet of Esther 
Corporation contained the following current assets:
Cash
Accounts receivable 
Inventories
$ 80,000
50,000
70,000
$200,000
11. On September 1, 1975, the Consul Company 
acquired $10,000 face value 8% bonds of Envoy Corpor­
ation at 104. The bonds were dated May 1, 1975, and 
mature on April 30, 1980, with interest payable each 
October 31 and April 30.
What entry should Consul make to record the pur­
chase of the bonds on September 1, 1975?
a. Investment in bonds $10,400
Interest receivable 
Cash
b. Investment in bonds
Cash
c. Investment in bonds
Accrued interest 
receivable 
Cash
d. Investment in bonds 
Premium on bonds
Cash
266
10,666
10,666
10,000
666
$10,666
10,666
266
10,400
10,666
An examination of the accounts revealed that accounts 
receivable were composed of the following items:
Accounts receivable
Customers’ accounts 
Employees’ accounts-current 
Equity in $10,000 of uncollected 
accounts receivable assigned 
under guaranty 
Selling price of merchandise sent 
by Esther on consignment at 
125% of cost and not sold by 
consignee 
Allowance for uncollectible accounts
$40,750
2,000
4,000
6,250
(3,000)
$50,000
What should be the adjusted amount of current assets as 
of December 31, 1975?
a. $187,750.
b. $188,000.
c. $198,000.
d. $198,750.
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15. On May 2, 1975, a fire destroyed the entire mer­
chandise inventory on hand of Sanchez Wholesale Cor­
poration. The following information is available:
Sales, January 1 through May 2 ,  1975 
Inventory, January 1 , 1975 
Merchandise purchases, January 1 
through May 2, 1975 (including 
$40,000 of goods in transit on May
2 ,  1975, shipped F.O.B. shipping point) 
Markup percentage on cost
$360,000
80,000
330,000
20%
What is the estimated inventory on May 2, 1975, 
immediately prior to the fire?
a. $70,000.
b. $82,000.
c. $110,000.
d. $122,000.
16. On July 1, 1974, Gusto Corporation purchased 
equipment at a cost of $22,000. The equipment has an 
estimated salvage value of $3,000 and is being depreci­
ated over an estimated life of eight years under the 
double-declining-balance method of depreciation. For 
the six months ended December 31, 1974, Gusto re­
corded one-half year’s depreciation. What should be the 
charge for depreciation (rounded to the nearest dollar) of 
this equipment for the year ended December 31, 1975?
a. $4,158.
b. $4,750.
c. $4,813.
d. $5,500.
Number2 (Estimated time------40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to the federal income taxation of 
corporations and partnerships. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. 
The answers should be selected in accordance with the 
current Internal Revenue Code and Tax Regulations. 
Mark only one answer for each item. Answer all items. 
Your grade will be based on your total correct answers.
Items to be Answered
17. During 1975, the Hulk Corporation exchanged a 
machine with an adjusted basis of $40,000 purchased in
1972 for a similar machine with a fair market value of 
$50,000. In addition, the corporation paid $8,000 cash. 
For 1975, the corporation should report
a. A section 1231 gain of $2,000.
b. Ordinary income of $2,000.
c. A section 1231 gain of $18,000.
d. Ordinary income of $18,000.
e. None of the above.
18. Orville Company had earnings and profits of 
$82,000 for the year ended December 31, 1975, before 
distribution of dividends. On December 31, 1975, the 
company distributed as a dividend to its sole individual 
stockholder, Orville, inventory with a fair market value 
of $16,000 and an adjusted basis of $12,000.
The company values its inventory by the first-in, 
first-out method. What should be the earnings and 
profits after distribution of the dividend for the year 
ended December 31, 1975?
a. $66,000.
b. $70,000.
c. $74,000.
d. $82,000.
e. None of the above.
19. On March 1, 1975, Sweeper Corporation, an 
accrual-basis corporation, made a $15,000 cash contri­
bution to a local charitable organization.
For the year ended December 31, 1975, Sweeper 
Corporation had taxable income of $200,000, after 
special deductions and before the $15,000 contribution. 
The corporation received $10,000 in dividends from tax­
able unrelated domestic corporations. What is the con­
tribution deduction for the tax year ended December 31, 
1975?
a. $10,000.
b. $10,425.
c. $10,500.
d. $15,000.
e. None of the above.
20. During 1975, the Alex Corporation purchased new 
equipment for $600,0(X) that had an estimated ten-year 
life and qualified for the investment tax credit. The 
corporation’s tax liability for 1975 was $50,000, before 
claiming an investment tax credit.
What is the maximum investment tax credit that 
Alex Corporation can claim for 1975?
a. $5,000.
b. $37,500.
c. $50,000.
d. $60,000.
e. None of the above.
21. For the year ended December 31, 1975, the Dab 
Corporation, a Subchapter S corporation, had net in­
come per books of $60,000 which included $70,000 from 
operations and a $10,000 net long-term capital loss. Dur­
ing 1975, $30,000 was distributed to the corporation’s 
ten equal shareholders, all of whom are calendar-year 
taxpayers.
For 1975, each shareholder should report as his or 
her share of the corporation’s taxable income
a. $3,000 ordinary income.
b. $6,000 ordinary income.
c. $7,000 ordinary income.
d. $7,000 ordinary income; $1,000 net long-term 
capital loss.
e. None of the above.
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22. On December 31, 1974, Jay Corporation purchased 
a parcel of real estate for $100,000 upon which an old 
building was located. The parcel was acquired with the 
intention of demolishing the old building and erecting a 
new office building on the site. The seller had quoted a 
selling price of $80,000 for the land and $20,000 for the 
building. Legal fees of $2,000 connected with the pur­
chase were paid by Jay. In early 1975, the old building 
was demolished. A new building was erected on the site 
at a cost of $200,000.
What is the tax basis of the new building for the 
computation of depreciation?
a. $198,000.
b. $200,000.
c. $220,000.
d. $220,400.
e. None of the above.
23. The Hadit Corporation had a net loss per books of 
$20,000 for the year 1975. Included in gross revenues 
were taxable dividends of $40,000 received from un­
related domestic corporations.
For each of the years 1970-1974, the corporation 
reported taxable income as follows:
1970 $80,000
1971 60,000
1972 50,000
1973 30,000
1974 15,000
For 1975, Hadit should report a net operating loss of
a. $20,000 carried back initially to 1970.
b. $20,000 carried back initially to 1972.
c. $54,000 carried back initially to 1970.
d. $54,000 carried back initially to 1972.
e. None of the above.
24. Wonder Inc., had 1975 taxable income of $200,000 
exclusive of the following:
Gain on sale of land used in business $25,000
Loss on sale of machinery used in business (13,000) 
Loss on sale of securities held three years (4,000)
Loss on sale of securities held three months (3,000)
Wonder uses the regular method for computing its 
federal income tax. On what amount of taxable income 
should this tax be computed?
a. $200,000.
b. $202,500.
c. $205,000.
d. $212,000.
e. None of the above.
25. The Piva Corporation purchased factory equip­
ment that was installed and put into service on July 9,
1975, at a total cost of $32,000. Salvage value was esti­
mated at $1,000. The equipment will be depreciated over 
eight years using the double-declining-balance method. 
Piva also elected to take additional first-year deprecia­
tion. Counting the year of acquisition as one-half year, 
Piva should record depreciation for 1975 on this 
equipment of
a. $5,620.
b. $5,750.
c. $5,870.
d. $6,000.
e. None of the above.
26. During 1975, Luction Corporation exchanged 5,000 
shares of its $10 par value common stock for a parcel of 
land with a fair market value of $70,000. The fair market 
value of Luction’s common stock at the time of the 
exchange was $13 per share. For 1975, Luction should 
report a taxable gain of
a. $0.
b. $5,000.
c. $10,000.
d. $20,000.
e. None of the above.
27. The Nugget Mining Corporation mines mineral 
deposits that were acquired in 1960 for $800,000. For
1975, the corporation will have gross income of $500,000 
and taxable income of $190,000 from its mining opera­
tions, before claiming a deduction for depletion. In prior 
years, percentage depletion totaling $700,000 was 
claimed and allowed. The percentage depletion rate for 
the mineral is 22%.
For 1975, the corporation can claim percentage 
depletion of
a. $41,800.
b. $95,000.
c. $100,000.
d. $110,000.
e. None of the above.
28. In 1975, Mud Corporation sold 1,000 shares of its 
$10 par value common stock for $20,000. The stock had 
originally been issued in 1970 for $12 a share and was 
reacquired by Mud in 1973 for $15 a share. For the tax 
year 1975, Mud Corporation should report a long-term 
capital gain of
a. $0.
b. $5,000.
c. $8,000.
d. $10,000.
e. None of the above.
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29. In March 1975, Davis entered a partnership by 
contributing to the partnership $10,000 cash and 
machinery which had an adjusted basis to him of $6,000 
and a fair market value of $9,000. Davis acquired the 
machinery in 1973 at a cost of $12,000. His capital 
account was credited for $20,000 which constituted one- 
fourth of total partnership capital, and goodwill was 
recorded for the difference.
What should be the tax effects to Davis of this 
transaction?
Long-term capital gain of $3,000.
Ordinary income of $3,000.
Long-term capital gain of $3,000; ordinary in­
come of $1,000.
Ordinary income of $3,000; long-term capital 
gain of $1,000.
None of the above.
a.
b.
c.
d.
e.
30. On January 1 ,  1975, Hoover and Filmore formed a 
partnership with each contributing the following 
amounts:
Hoover
Filmore
$30,000
6,000
The partners have agreed to share profits and 
losses equally. During 1975, each partner withdrew 
$3,000; and for the year ended December 3 1 , 1975, the 
partnership’s operating loss was $8,000. What should be 
Filmore’s share of the 1975 loss allowable to him, 
assuming the partnership had no outstanding liabilities 
at December 31, 1975?
a. $1,000.
b. $3,000.
c. $4,000.
d. $6,000.
e. None of the above.
31. For the year ended December 31, 1975, the part­
nership of Charles and Paul had book income of $75,000 
which included the following:
Short-term capital loss $(3,100)
Long-term capital gain (on sale of securities) 4,300 
Section 1231 gain 1,500
Ordinary income (Section 1245 Recapture 
Provision) 600
Dividends qualifying for $100 exclusion 200
The partners share profits and losses equally. 
What should be each partner’s share of partnership 
income (excluding all partnership items which must be 
accounted for separately) to be reported as taxable for 
1975?
a. $35,700.
b. $36,050.
c. $36,150.
d. $37,500.
e. None of the above.
Number 3 (Estimated time----- -50 to 60 minutes)
Number 3 consists of two unrelated parts.
Part a. The Dexter Production Company manu­
factures a single product. Its operations are a continuing 
process carried on in two departments — machining and 
finishing. In the production process, materials are 
added to the product in each department without 
increasing the number of units produced.
For the month of June, 1975, the company records 
indicated the following production statistics for each 
department:
Machining Finishing 
Department Department
Units in process, June 1,
1975 0 0
Units transferred from
preceding department 0 60,000
Units started in production 80,000 0
Units completed and trans­
ferred out 60,000 50,000
Units in process, June 30,
1975* 20,000 8,000
Units spoiled in production 0 2,000
*Percent of completion of units in
process at June 3 0 , 1975:
Materials 100% 100%
Labor 50% 70%
Overhead 25% 70%
The units spoiled in production had no scrap value and 
were 50% complete as to material, labor, and overhead. 
The company’s policy is to treat the cost of spoiled units 
in production as a separate element of cost in the depart­
ment in which the spoilage occurs.
Cost records showed the following charges for the 
month of June :
Materials
Labor
Overhead
Machining
Department
$240,000
140,000
65,000
Finishing
Department
$ 88,500 
141,500 
25,700
Required:
For both the machining and finishing departments, 
prepare in good form the following reports for the 
month of June:
1. Quantity of Production Report.
2. Cost of Production Report, using the following 
columnar headings:
Machining Department Finishing Department 
Cost Per Unit Cost Per Unit
Round all computations to the nearest cent.
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Numbers (continued)
Part b. On May 1, 1975, Bovar Company began 
the manufacture of a new mechanical device known as 
“ Dandy.” The company installed a standard cost 
system in accounting for manufacturing costs. The 
standard costs for a unit of “ Dandy” are as follows:
Raw materials 
Direct labor 
Overhead
6 l bs. a t $1 per lb.
1 hour at $4 per hour 
75% of direct labor costs
$6.00
4.00
3.00
$13.00
The following data were obtained from Bovar’s records 
for the month of May:
Units
Presented below are condensed statements of 
income (unconsolidated) for the year ended December 
3 1 , 1975, of Royal Company and its subsidiary, Butler 
Company:
Condensed Statements o f Income
Number 4 (Estimated time----- -50 to 60 minutes)
Royal Butler
Company Company
Sales $ 4,000,000 $ 1,700,000
Cost of sales (2,982,000) (1,015,000)
Operating expenses (400,000) (377,200)
Dividend income 75,000 —
Subsidiary income 232,000 —
Interest expense — (7,800)
Net income $ 925,000 $ 300,000
Actual production of 
“ Dandy” 4,000
Units sold of “ Dandy” 2,500
The statements of retained earnings for the year 
ended December 31 , 1975, and the balance sheets as of 
December 31, 1975, of the companies are presented on 
the enclosed work sheet.
Debit Credit
Sales
Purchases (26,000 pounds) 
Material price variance 
Material quantity variance 
Direct labor rate variance 
Direct labor efficiency 
variance 
Manufacturing overhead 
total variance
$27,300
1,300
1,000
760
500
$50,000
800
The amount shown above for material price variance is 
applicable to raw material purchased during May.
Required:
Compute each of the following items for Bovar for 
the month of May. Show computations in good form.
1. Standard quantity of raw materials allowed (in 
pounds).
2. Actual quantity of raw materials used (in 
pounds).
3. Standard hours allowed.
4. Actual hours worked.
5. Actual direct-labor rate.
6. Actual total overhead.
Additional information:
• On January 3 ,  1973, Royal acquired from John 
Roth, the sole stockholder of Butler Company, for 
$440,000 cash, both a patent valued at $40,000 and 80% 
of the outstanding stock of Butler. The net book value of 
Butler’s stock on the date of acquisition was $500,000 
and the book values of the individual assets and 
liabilities were equal to their fair market values. Royal 
charged the entire $440,(XX) to the account ‘‘Investment 
in stock of Butler Company.” The patent, for which no 
amortization has been charged, had a remaining legal 
life of four years as of January 3, 1973.
• On July 1, 1975, Royal reduced its investment 
in Butler to 75% of Butler’s outstanding common stock, 
by selling shares for $70,000 to an unaffiliated company 
at a profit of $16,000. Royal recorded the proceeds as a 
credit to its investment account.
• For the six months ended June 30, 1975, Butler 
had net income of $140,000. Royal recorded 80% of this 
amount on its books of account prior to the time of sale.
• During 1974, Butler sold merchandise to Royal 
for $130,000, which was at a markup of 30% over 
Butler’s cost. On January 1, 1975, $52,000 of this 
merchandise remained in Royal’s inventory. This 
merchandise was subsequently sold by Royal in 
February 1975 at a profit of $8,000.
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• In November 1975, Royal sold merchandise to 
Butler for the first time. Royal’s cost for this merchan­
dise was $80,000, and the sale was made at 120% of 
cost. Butler’s inventory at December 31, 1975, 
contained merchandise that was purchased from Royal 
at a cost to Butler of $24,000.
• On December 31, 1975, there was a $45,000 
payment-in-transit from Butler Company to Royal 
Company. Accounts receivable and accounts payable 
include intercompany receivables and payables.
• In December 1975, Butler declared and paid 
cash dividends of $100,000 to its stockholders.
• On December 31, 1975, Royal purchased for 
$58,000, 50% of the outstanding bonds issued by
Butler. The bonds mature on December 31, 1979, and 
were originally issued at a discount. On December 31,
1975, the balance in Butler’s account, “ Unamortized 
discount on bonds payable” was $2,400. It is the inten­
tion of the management of Royal to hold these bonds 
until their maturity.
Required:
Complete the work sheet on page 22 to prepare a 
consolidated statement of retained earnings and a 
consolidated balance sheet of Royal Company and its 
subsidiary as of December 31, 1975.
Formal statements and journal entries are not 
required. Ignore income taxes.
Number 5 (Estimated tim e----- -40 to 50 minutes)
The Century Company, a diversified manufacturing company, had four separate operating divisions engaged in the 
manufacture of products in each of the following areas: food products, health aids, textiles, and office equipment. 
Financial data for the two years ended December 31, 1975, and 1974 are presented below:
Net Sales Cost of Sales Operating Expenses
1975 1974 1975 1974 1975 1974
Food products $3,500,000 $3,000,000 $2,400,000 $1,800,000 $ 550,000 $ 275,000
Health aids 2,000,000 1,270,000 1,100,000 700,000 300,000 125,000
Textiles 1,580,000 1,400,000 500,000 900,000 200,000 150,000
Office equipment 920,000 1,330,000 800,000 1,000,000 650,000 750,000
$8,000,000 $7,000,000 $4,800,000 $4,400,000 $1,700,000 $1,300,000
On January 1, 1975, Century adopted a plan to sell the assets and product line of the office equipment division and 
expected to realize a gain on this disposal. On September 1, 1975, the division’s assets and product line were sold for 
$2,100,000 cash resulting in a gain of $640,000 (exclusive of operations during the phase-out period).
The company’s textiles division had six manufacturing plants which produced a variety of textile products. In 
April 1975, the company sold one of these plants and realized a gain of $130,000. After the sale, the operations at the plant 
that was sold were transferred to the remaining five textile plants which the company continued to operate.
In August 1975, the main warehouse of the food products division, located on the banks of the Bayer River, was 
flooded when the river overflowed. The resulting damage of $420,000 is not included in the financial data given above. 
Historical records indicate that the Bayer River normally overflows every four to five years causing flood damage to 
adjacent property.
For the two years ended December 31, 1975, and 1974, the company had interest revenue earned on investments of 
$70,000 and $40,000 respectively.
For the two years ended December 31, 1975, and 1974, the company’s net income was $960,000 and $670,000 
respectively.
The provision for income tax expense for each of the two years should be computed at a rate of 50%.
Required:
Prepare in proper form a comparative statement of income of the Century Company for the two years ended December
31, 1975, and December 31, 1974. Footnotes are not required.
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WORK SHEET TO PREPARE CONSOLIDATED 
STATEMENT OF RETAINED EARNINGS AND BALANCE SHEET
As o f December 31, 1975 
(Required for Number 4)
Examination Questions— November 1976
Royal
Company
Butler
Company
Consolidating
Totals
STATEMENT OF RETAINED EARNINGS D r. (Cr .) Dr. (Cr.) Dr._ (Cr.)
Balance, January 1, 1975 
Royal Company $(2,100,000) _ $(2,100,000)
Butler Company — $ (640,000) (640,000)
Net income (925,000) (300,000) (1,225,000)
Dividends 170,000 100,000 270,000
Balance. December 31, 1975 $(2,855,000) $ (840.000) $(3,695,000)
BALANCE SHEET
Assets
Cash
Accounts receivable 
Inventories
Machinery and equipment 
Investment in stock of Butler Company
$ 486,000
235,000
475,000 
2,231,000
954,000
$ 249,600
185,000
355,000
530,000
$ 735,600
420,000
830,000 
2,761,000
954,000
Investment in bonds of Butler Company 58,000 — 58,000
$(4,439,000) $(1,319,600) $(5,758,600)
Liabilities and Owners’ Equity 
Accounts payable 
Bonds payable
Unamortized discount on bonds payable 
Common stock 
Royal Company 
Butler Company
$ (384,000) 
(1,200,000)
$ (62,000) 
(120,000) 
2,400
(250,000)
$ (446,000) 
(120,000) 
2,400
(1,200,000)
(250,000)
Contributed capital — (50,000) (50,000)
Retained earnings (brought forward) 
Minority interest
(2,855,000) (840,000) (3,695,000)
$(4,439,000) $(1,319,600) $(5,758,600)
Adjustments 
and El iminations
Minority
Interest
Debit Credit
Consolidated 
Dr. (Cr.) Dr. (C r.)
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and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN AUDITING
November 4, 1976; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
E stim ated M inutes 
Minimum Maximum
No. 1 . . .  . 
No. 2 . . .  . 
No. 3 . . .  . 
No. 4 . . .  . 
No.5 . . . . 
No. 6 . . .  . 
No. 7 . . .  .
Total
30 35
30 35
30 35
15 25
15 25.
15 25
15 30
150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is 
to test the candidate’s knowledge and application 
of the subject matter, the ability to organize and 
present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on your 
total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
Number 1 (Estimated time----- -30 to 35 minutes)
96. One of the generally accepted auditing standards 
specifies that the auditor
a. Inspect all fixed assets acquired during the 
year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the 
existing internal control.
d. May not solicit clients.
Answer Sheet
96. a. b. :::::::::: c. 
Items to be Answered
d.
1. A CPA would be considered ‘‘not associated’’ with 
unaudited financial statements when
a. The CPA performed a limited review of a 
publicly-traded company’s unaudited finan­
cial statements which are presented in a 
quarterly report to the stockholders.
b. The CPA assisted in the preparation of the un­
audited financial statements.
c. The CPA completed an audit and rendered a 
report on the financial statements which with­
out the CPA’s consent were part of a pro­
spectus which included unaudited financial 
statements.
d. The CPA received all input data fr om the 
client, reviewed it, and returned it to the client 
for processing by an independent computer 
service company.
2. From which of the following evidence-gathering 
audit procedures would an auditor obtain most assur­
ance concerning the existence of inventories?
a. Observation of physical inventory counts.
b. Written inventory representations from 
management.
c. Confirmation of inventories in a public ware­
house.
d. Auditor’s recomputation of inventory exten­
sions.
3. An important purpose of the auditor’s review of the 
client’s procurement system should be to determine the 
effectiveness of the procedures to protect against
a. Improper materials handling.
b. Unauthorized persons issuing purchase 
orders.
c. Mispostings of purchase returns.
d. Excessive shrinkage or spoilage.
4. The auditor obtains corroborating evidential 
matter for accounts receivable by using positive or nega­
tive confirmation requests. Under which of the following 
circumstances might the negative form of the accounts 
receivable confirmation be useful?
a. A substantial number of accounts are in 
dispute.
b. Internal control over accounts receivable is in­
effective.
c. Client records include a large number of 
relatively small balances.
d. The auditor believes that recipients of the 
requests are unlikely to give them consid­
eration.
5. In pursuing its quality control objectives with 
respect to assigning personnel to engagements, a CPA 
firm may use policies and procedures such as
a. Rotating employees from assignment to 
assignment on a random basis to aid in the 
staff training effort.
b. Requiring timely identification of the staffing 
requirements of specific engagements so that 
enough qualified personnel can be made avail­
able.
c. Allowing staff to select the assignments of 
their choice to promote better client relation­
ships.
d. Assigning a number of employees to each 
engagement in excess of the number required 
so as not to overburden the staff and interfere 
with the quality of the audit work performed.
6. The basic concept of internal accounting control 
which recognizes that the cost of internal control should 
not exceed the benefits expected to be derived is known 
as
a. Reasonable assurance.
b. Management responsibility.
c. Limited liability.
d. Management by exception.
7. Precision is a statistical measure of the maximum 
likely difference between the sample estimate and the 
true but unknown population total, and is directly 
related to
a. Reliability of evidence.
b. Relative risk.
c. Materiality.
d. Cost benefit analysis.
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8. Internal control over cash receipts is weakened 
when an employee who receives customer mail receipts 
also
a. Prepares initial cash receipts records.
b. Records credits to individual accounts receiv­
able.
c. Prepares bank deposit slips for all mail 
receipts.
d. Maintains a petty cash fund.
9. If a company employs a capital stock registrar and/ 
or transfer agent, the registrar or agent, or both, should 
be requested to confirm directly to the auditor the 
number of shares of each class of stock
a. Surrendered and canceled during the year.
b. Authorized at the balance sheet date.
c. Issued and outstanding at the balance sheet 
date.
d. Authorized, issued and outstanding during 
the year.
10. The primary reason why a CPA firm establishes 
quality control policies and procedures for professional 
development of staff accountants is to
a. Comply with the continuing educational re­
quirements imposed by various states for all 
staff accountants in CPA firms.
b. Establish, in fact as well as in appearance, that 
staff accountants are increasing their know­
ledge of accounting and auditing matters.
c. Provide a forum for staff accountants to 
exchange their experiences and views con­
cerning firm policies and procedures.
d. Provide reasonable assurance that staff 
personnel will have the knowledge required to 
enable them to fulfill responsibilities.
11. Contact with banks for the purpose of opening 
company bank accounts should normally be the respon­
sibility of the corporate
a. Board of Directors.
b. Treasurer.
c. Controller.
d. Executive Committee.
12. A company issued bonds for cash during the year 
under audit. To ascertain that this transaction was 
properly recorded, the auditor’s best course of action is 
to
a. Request a statement from the bond trustee 
as to the amount of the bonds issued and out­
standing.
b. Confirm the results of the issuance with the 
underwriter or investment banker.
c. Trace the cash received from the issuance to 
the accounting records.
d. Verify that the net cash received is credited to 
an account entitled “ Bonds Payable” .
13. The normal sequence of documents and operations 
on a well-prepared systems flowchart is
a. Top to bottom and left to right.
b. Bottom to top and left to right.
c. Top to bottom and right to left.
d. Bottom to top and right to left.
14. In the course of an engagement to prepare un­
audited financial statements the client requests that the 
CPA perform normal accounts receivable audit confir­
mation procedures. The CPA agrees and performs such 
procedures. The confirmation procedures
a. Are part of an auditing service that change the 
scope of the engagement to that of an audit in 
accordance with generally accepted auditing 
standards.
b. Are part of an accounting service and are not 
performed for the purpose of conducting an 
audit in accordance with generally accepted 
auditing standards.
c. Are not permitted when the purpose of the 
engagement is to prepare unaudited financial 
statements and the work to be performed is not 
in accordance with generally accepted audit­
ing standards.
d. Would require the CPA to render a report that 
indicates that the examination was conducted 
in accordance with generally accepted audit­
ing standards but was limited in scope.
15. Effective internal control in a small company that 
has an insufficient number of employees to permit 
proper division of responsibilities can best be enhanced 
by
a. Employment of temporary personnel to aid in 
the separation of duties.
b. Direct participation by the owner of the busi­
ness in the record-keeping activities of the 
business.
c. Engaging a CPA to perform monthly “write­
up” work.
d. Delegation of full, clear-cut responsibility to 
each employee for the functions assigned to 
each.
16. So that the essential accounting control features of 
a client’s electronic data processing system can be 
identified and evaluated, the auditor must, at a mini­
mum, have
a. A basic familiarity with the computer’s 
internal supervisory system.
b. A sufficient understanding of the entire com­
puter system.
c. An expertise in computer systems analysis.
d. A background in programming procedures.
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17. Program controls, in an electronic data processing 
system, are used as substitutes for human controls in a 
manual system. Which of the following is an example of 
a program control?
a. Dual read.
b. Echo check.
c. Validity check.
d. Limit and reasonableness test.
18. In connection with the examination of bonds pay­
able, an auditor would expect to find in a trust indenture
a. The issue date and maturity date of the bond.
b. The names of the original subscribers to the 
bond issue.
c. The yield to maturity of the bonds issued.
d. The company’s debt to equity ratio at the time 
of issuance.
19. A CPA has been engaged to audit financial state­
ments that were prepared on a cash basis. The CPA
a. Must ascertain that there is proper disclosure 
of the fact that the cash basis has been used, 
the general nature of material items omitted 
and the net effect of such omissions.
b. May not be associated with such statements 
which are not in accordance with generally 
accepted accounting principles.
c. Must render a qualified report explaining the 
departure from generally accepted accounting 
principles in the opinion paragraph.
d. Must restate the financial statements on an 
accrual basis and then render the standard 
(short form) report.
20. If a client is using a voucher system, the auditor 
who is examining accounts payable records should 
obtain a schedule of all unpaid vouchers at the balance 
sheet date and
a. Retrace voucher register items to the source 
indicated in the reference column of the 
register.
b. Vouch items in the voucher register and 
examine related canceled checks.
c. Confirm items on the schedule of unpaid 
vouchers and obtain satisfaction for all confir­
mation exceptions.
d. Compare the items on the schedule with open 
vouchers and uncanceled entries in the 
voucher register and account for unmatched 
items.
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on your 
total correct answers.
Items to be Answered
Number 2 (Estimated time----- -30 to 35 minutes)
Instructions
21. Some electronic data processing accounting con­
trol procedures relate to all electronic data processing 
activities (general controls) and some relate to specific 
tasks (application controls). General controls include
a. Controls designed to ascertain that all data 
submitted to electronic data processing for 
processing have been properly authorized.
b. Controls that relate to the correction and re­
submission of data that was initially incorrect.
c. Controls for documenting and approving pro­
grams and changes to programs.
d. Controls designed to assure the accuracy of 
the processing results.
22. The accuracy of information included in footnotes 
that accompany the audited financial statements of a 
company whose shares are traded on a stock exchange is 
the primary responsibility of
a. The stock exchange officials.
b. The independent auditor.
c. The company’s management.
d. The Securities and Exchange Commission.
23. The audit procedures used to verify accrued liabil­
ities differ from those employed for the verification of 
accounts payable because
a. Accrued liabilities usually pertain to services 
of a continuing nature while accounts payable 
are the result of completed transactions.
b. Accrued liability balances are less material 
than accounts payable balances.
c. Evidence supporting accrued liabilities is non­
existent while evidence supporting accounts 
payable is readily available.
d. Accrued liabilities at year end will become 
accounts payable during the following year.
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24. Which of the following procedures would normally 
be performed by the auditor when making tests of 
payroll transactions?
a. Interview employees selected in a statistical 
sample of payroll transactions.
b. Trace number of hours worked as shown on 
payroll to time cards and time reports signed 
by the foreman.
c. Confirm amounts withheld from employees 
salaries with proper governmental authorities.
d. Examine signatures on paid salary checks.
25. A company guarantees the debt of an affiliate. 
Which of the following best describes the audit pro­
cedure that would make the auditor aware of the 
guarantee?
a. Review minutes and resolutions of the board 
of directors.
b. Review prior year’s working papers with 
respect to such guarantees.
c. Review the possibility of such guarantees with 
the chief accountant.
d. Review the legal letter returned by the com­
pany’s outside legal counsel.
26. The AICPA Code of Professional Ethics states, in 
part, that a CPA should maintain integrity and objectiv­
ity. Objectivity in the code refers to a CPA’s ability
a. To maintain an impartial attitude on all 
matters which come under the CPA’s review.
b. To independently distinguish between ac­
counting practices that are acceptable and 
those that are not.
c. To be unyielding in all matters dealing with 
auditing procedures.
d. To independently choose between alternate 
accounting principles and auditing standards.
27. During an audit engagement pertinent data are 
compiled and included in the audit workpapers. The 
workpapers primarily are considered to be
a. A client-owned record of conclusions reached 
by the auditors who performed the engage­
ment.
b. Evidence supporting financial statements.
c. Support for the auditor’s representations as to 
compliance with generally accepted auditing 
standards.
d. A record to be used as a basis for the following 
year’s engagement.
28. On the last day of the fiscal year, the cash dis­
bursements clerk drew a company check on bank A and 
deposited the check in the company account bank B to 
cover a previous theft of cash. The disbursement has not 
been recorded. The auditor will best detect this form of 
kiting by
a. Comparing the detail of cash receipts as 
shown by the cash receipts records with the 
detail on the confirmed duplicate deposit 
tickets for three days prior to and subsequent 
to year end.
b. Preparing from the cash disbursements book 
a summary of bank transfers for one week 
prior to and subsequent to year end.
c. Examining the composition of deposits in 
both bank A and B subsequent to year end.
d. Examining paid checks returned with the 
bank statement of the next accounting period 
after year end.
29. An auditor obtains a magnetic tape that contains 
the dollar amounts of all client inventory items by style 
number. The information on the tape is in no particular 
sequence. The auditor can best ascertain that no con­
signed merchandise is included on the tape by using a 
computer program that
a. Statistically selects samples of all amounts.
b. Excludes all amounts for items with particular 
style numbers that indicate consigned mer­
chandise.
c. Mathematically calculates the extension of 
each style quantity by the unit price.
d. Prints on paper the information that is on the 
magnetic tape.
30. A publicly-held company that disagrees with the 
independent auditor on a significant matter affecting its 
financial statements has several courses of action. 
Which of the following courses of action would be 
inappropriate?
a. Appeal to the Financial Accounting Standards 
Board to review the significant matter.
b. Modify the financial statements by expressing 
in the footnotes its viewpoint with regard to 
the significant matter.
c. Ask the auditor to refer in the auditor’s opinion 
to a client footnote which discusses the client 
point of view with regard to the significant 
matter.
d. Engage another independent auditor.
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31. Effective internal control over the purchasing of 
raw materials should usually include all of the following 
procedures except
a. Obtaining third-party written quality and 
quantity reports prior to payment for the raw 
materials.
b. Determining the need for the raw materials 
prior to preparing the purchase order.
c. Systematic reporting of product changes 
which will affect raw materials.
d. Obtaining financial approval prior to making a 
commitment.
32. In pursuing its quality control objectives with 
respect to acceptance of a client, a CPA firm is not likely 
to
a. Make inquiries of the proposed client’s legal 
counsel.
b. Review financial statements of the proposed 
client.
c. Make inquiries of previous auditors.
d. Review the personnel practices of the pro­
posed client.
33. An important statistic to consider when using a sta­
tistical sampling audit plan is the population variability. 
The population variability is measured by the
a. Sample mean.
b. Standard deviation.
c. Standard error of the sample mean.
d. Estimated population total minus the actual 
population total.
34. The AICPA Code of Professional Ethics allows a 
CPA to
a. List the CPA’s firm name and specialty in a 
lobby directory in the office building where the 
firm is located.
b. Notify clients by a specific letter regarding the 
admission of a new partner to the member’s 
firm.
c. Include the member’s firm name on a weekly 
newsletter distributed to the firm’s clients but 
not prepared by the firm.
d. Offer to provide services to a former client.
35. Many of the Granada Corporation’s convertible 
bondholders have converted their bonds into stock dur­
ing the year under examination. The independent 
auditor should review the Granada Corporation’s state­
ment of changes in financial position to ascertain that it 
shows
a. Only financial resources used to reduce con­
vertible debt.
b. Only financial resources provided by issuance 
of stock.
c. Financial resources provided by the issuance 
of stock and used to reduce convertible debt.
d. Nothing relating to the conversion because it 
does not affect net working capital.
36. The term “ special reports” may include all of the 
following except reports on financial statements
a. Of a not-for-profit organization which follows 
accounting practices differing in some respect 
from those followed by business enterprises 
organized for profit.
b. Prepared for limited purposes such as a report 
that relates to any certain aspects of financial 
statements.
c. Of an organization that has limited the scope of 
the auditor’s examination.
d. Of an organization which maintains its 
accounts and prepares its statements on a cash 
or other incomplete basis of accounting which 
is materially at variance with accounting 
practices customarily followed in preparing 
accrual-basis statements.
37. In connection with the annual audit, which of the 
following is not a “ subsequent events” procedure?
a. Review available interim financial statements.
b. Read available minutes of meetings of stock­
holders, directors, and committees and as to 
meetings for which minutes are not available 
inquire about matters dealt with at such 
meetings.
c. Make inquiries with respect to the financial 
statements covered by the auditor’s previ­
ously issued report if new information has be­
come available during the current examination 
that might affect that report.
d. Discuss with officers the current status of 
items in the financial statements that were 
accounted for on the basis of tentative, prelim­
inary or inconclusive data.
38. When a client declines to disclose essential data in 
the financial statements or to incorporate such data in 
the footnotes, the independent auditor should
a. Provide the necessary supplemental informa­
tion in the auditor’s report and appropriately 
qualify the opinion.
b. Explain to the client that an adverse opinion 
must be issued.
c. Issue an unqualified report and inform the 
stockholders of the improper disclosure in a 
separate report.
d. Issue an opinion “ subject to” the clients in­
clusion of the essential information in future 
financial statements.
39. The permanent section of the auditor’s working 
papers generally should include
a. Time and expense reports.
b. Names and addresses of all audit staff person­
nel on the engagement.
c. A copy of key customer confirmations.
d. A copy of the engagement letter.
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40. Effective internal control over purchases generally 
can be achieved in a well-planned organizational struc­
ture with a separate purchasing department that has
a. The ability to prepare payment vouchers 
based on the information on a vendor’s 
invoice.
b. The responsibility of reviewing purchase 
orders issued by user departments.
c. The authority to make purchases of requisi­
tioned materials and services.
d. A direct reporting responsibility to the con­
troller of the organization.
Number 3 (Estimated time —— 30 to 35 minutes) 
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on your 
total correct answers.
Items to be Answered
41. The auditor looks for an indication on punched 
cards to see if the cards have been verified. This is an 
example of a
a. Substantive test.
b. Compliance test.
c. Transactions test.
d. Dual-purpose test.
42. Which of the following audit procedures is most 
effective in testing credit sales for understatement?
a. Age accounts receivable.
b. Confirm accounts receivable.
c. Trace sample of initial sales slips through 
summaries to recorded general ledger sales.
d. Trace sample of recorded sales, from general 
ledger to initial sales slip.
43. An auditor was engaged to study the internal con­
trol procedures of a governmental agency, and the 
agency set forth the criteria for the study in question­
naire format. The auditor then performed a study based 
on such criteria. The auditor’s report should not
a. Identify the matters covered by the auditor’s 
study.
b. Express a conclusion, based on the agency 
criteria, concerning the procedures studied.
c. Exclude any relevant condition that the 
auditor believes to be a material weakness al­
though not covered by the criteria of the 
agency.
d. Indicate whether the study included tests of 
compliance with procedures covered by the 
auditor’s study.
44. A charge in the subsequent period to a notes 
receivable account from the cash disbursements journal 
should alert the auditor to the possibility that
a. A contingent asset has come into existence in 
the subsequent period.
b. A contingent liability has come into existence 
in the subsequent period.
c. A provision for contingencies is required.
d. A contingent liability has become a real liabil­
ity and has been settled.
45. A long-form report generally includes the basic 
financial statements but would not include
a. Exceptions or reservations to the standard 
(short form) report.
b. Details of items in basic financial statements.
c. Statistical data.
d. Explanatory comments.
46. If the basic financial statements are accompanied 
by a separate statement of changes in stockholders’ 
equity, this statement
a. Should not be identified in the scope para­
graph but should be reported on separately in 
the opinion paragraph.
b. Should be excluded from both the scope and 
opinion paragraphs.
c. Should be identified in the scope paragraph of 
the report but need not be reported on sepa­
rately in the opinion paragraph.
d. Should be identified in the scope paragraph of 
the report and must be reported on separately 
in the opinion paragraph.
47. When financial statements of the prior year are 
presented together with those of the current year, the 
current auditor should report on the financial statements 
of the prior year if
a. The current auditor has examined the state­
ments of the prior year.
b. The client requests the current auditor to re­
view the financial statements of the prior year 
and report thereon.
c. The prior auditor previously disclaimed an 
opinion on the prior year financial statements.
d. The statements of the prior year were un­
audited.
48. The independent auditor lends credibility to client 
financial statements by
a. Stating in the auditor’s management letter 
that the examination was made in accordance 
with generally accepted auditing standards.
b. Maintaining a clear-cut distinction between 
management’s representations and the audi­
tor’s representations.
c. Attaching an auditor’s opinion to the client’s 
financial statements.
d. Testifying under oath about client financial 
information.
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49. When scheduling the audit work to be performed 
on an engagement, the auditor should consider confirm­
ing accounts receivable balances at an interim date if
a. Subsequent collections are to be reviewed.
b. Internal control over receivables is good.
c. Negative confirmations are to be used.
d. There is a simultaneous examination of cash 
and accounts receivable.
50. Which of the following best describes the reason 
why an independent auditor reports on financial 
statements?
a. A management fraud may exist and it is more 
likely to be detected by independent auditors.
b. Different interests may exist between the 
company preparing the statements and the 
persons using the statements.
c. A misstatement of account balances may exist 
and is generally corrected as the result of the 
independent auditor’s work.
d. A poorly designed internal control system may 
be in existence.
51. Which of the following is the least likely reason for 
the auditor’s study and evaluation of internal control?
a. To determine the extent of audit testing.
b. To serve as a basis for reliance on the controls.
c. To determine the nature of transactions.
d. To serve as a basis for constructive service 
suggestions.
52. An internal administrative control that is some­
times used in connection with procedures to detect un­
authorized or unexplained computer usage is
a. Maintenance of a computer tape library.
b. Use of file controls.
c. Maintenance of a computer console log.
d. Control over program tapes.
53. When engaged to prepare unaudited financial 
statements the CPA’s responsibility to detect fraud
a. Is limited to informing the client of any 
matters that come to the auditor’s attention 
which cause the auditor to believe that an 
irregularity exists.
b. Is the same as the responsibility that exists 
when the CPA is engaged to perform an audit 
of financial statements in accordance with 
generally accepted auditing standards.
c. Arises out of the CPA’s obligation to apply 
procedures which are designed to bring to 
light indications that a fraud or defalcation 
may have occured.
d. Does not exist unless an engagement letter is 
prepared.
54. A company has additional temporary funds to 
invest. The Board of Directors decided to purchase 
marketable securities and assigned the future purchase 
and sale decisions to a responsible financial executive. 
The best person(s) to make periodic reviews of the 
investment activity should be
a. An investment committee of the Board of 
Directors.
b. The chief operating officer.
c. The corporate controller.
d. The treasurer.
55. Purchase cut-off procedures should be designed to 
test that merchandise is included in the inventory of the 
client company, if the company
a. Has paid for the merchandise.
b. Has physical possession of the merchandise.
c. Holds legal title to the merchandise.
d. Holds the shipping documents for the mer­
chandise issued in the company’s name.
56. The independent audit is important to readers of 
financial statements because it
a. Determines the future stewardship of the 
management of the company whose financial 
statements are audited.
b. Measures and communicates financial and 
business data included in financial state­
ments.
c. Involves the objective examination of and 
reporting on management-prepared state­
ments.
d. Reports on the accuracy of all information in 
the financial statements.
57. Which of the following best describes proper 
internal control over payroll?
a. The preparation of the payroll must be under 
the control of the personnel department.
b. The confidentiality of employee payroll data 
should be carefully protected to prevent fraud.
c. The duties of hiring, payroll computation, and 
payment to employees should be segregated.
d. The payment of cash to employees should be 
replaced with payment by checks.
58. One reason why the independent auditor makes an 
analytic review of the clients operations is to identify
a. Weaknesses of a material nature in the system 
of internal control.
b. Non-compliance with prescribed control pro­
cedures.
c. Improper separation of accounting and other 
financial duties.
d. Unusual transactions.
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59. A corporation is holding securities as collateral for 
an outstanding account receivable. During the course of 
the audit engagement the CPA should
a. Verify that title to the securities rests with the 
corporation.
b. Ascertain that the amount recorded in the 
investment account is equal to the fair market 
value of the securities at the date of receipt.
c. Examine the securities and ascertain their 
value.
d. Refer to independent sources to determine 
that recorded dividend income is proper.
60. The first standard of field work recognizes that 
early appointment of the independent auditor has many 
advantages to the auditor and the client. Which of the 
following advantages is least likely to occur as a result of 
early appointment of the auditor?
a. The auditor will be able to plan the audit work 
so that it may be done expeditiously.
b. The auditor will be able to complete the audit 
work in less time.
c. The auditor will be able to better plan for the 
observation of the physical inventories.
d. The auditor will be able to perform the exam­
ination more efficiently and will be finished at 
an early date after the year end.
Number 4 (Estimated time----- -15 to 25 minutes)
Ace Corporation does not conduct a complete 
annual physical count of purchased parts and supplies 
in its principal warehouse but uses statistical sampling 
instead to estimate the year-end inventory. Ace 
maintains a perpetual inventory record of parts and 
supplies and believes that statistical sampling is highly 
effective in determining inventory values and is 
sufficiently reliable to make a physical count of each 
item of inventory unnecessary.
Required:
a. Identify the audit procedures that should be 
used by the independent auditor that change or are in 
addition to normal required audit procedures when a 
client utilizes statistical sampling to determine inven­
tory value and does not conduct a 100 percent annual 
physical count of inventory items.
b. List at least ten normal audit procedures that 
should be performed to verify physical quantities 
whenever a client conducts a periodic physical count of 
all or part of its inventory.
A CPA has been asked to audit the financial state­
ments of a publicly-held company for the first time. All 
preliminary verbal discussions and inquiries have been 
completed between the CPA, the company, the pre­
decessor auditor, and all other necessary parties. The 
CPA is now preparing an engagement letter.
Required:
List the items that should be included in the typical 
engagement letter in these circumstances and describe 
the benefits derived from preparing an engagement 
letter.
Number 6 (Estimated tim e----- -15 to 25 minutes)
Ray, the owner of a small company, asked Holmes, 
CPA, to conduct an audit of the company’s records. Ray 
told Holmes that an audit is to be completed in time to 
submit audited financial statements to a bank as part of 
a loan application. Holmes immediately accepted the 
engagement and agreed to provide an auditor’s report 
within three weeks. Ray agreed to pay Holmes a fixed 
fee plus a bonus if the loan was granted.
Holmes hired two accounting students to conduct 
the audit and spent several hours telling them exactly 
what to do. Holmes told the students not to spend time 
reviewing the controls but instead to concentrate on 
proving the mathematical accuracy of the ledger 
accounts, and summarizing the data in the accounting 
records that support Ray’s financial statements. The 
students followed Holmes’ instructions and after two 
weeks gave Holmes the financial statements which did 
not include footnotes. Holmes reviewed the statements 
and prepared an unqualified auditor’s report. The 
report, however, did not refer to generally accepted 
accounting principles nor to the year-to-year applica­
tion of such principles.
Required:
Briefly describe each of the generally accepted 
auditing standards and indicate how the action(s) of 
Holmes resulted in a failure to comply with each 
standard.
Organize your answer as follows:
Number 5 (Estimated time----- -15 to 25 minutes)
Brief Description of 
Generally Accepted 
Auditing Standards
Holmes ' Actions Resulting 
in Failure to Comply with 
Generally Accepted 
Auditing Standards
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Roscoe, CPA, has completed the examination of 
the financial statements of Excelsior Corporation as of 
and for the year ended December 31, 1975, Roscoe also 
examined and reported on the Excelsior financial state­
ments for the prior year. Roscoe drafted the following 
report for 1975.
Number 7 (Estimated time- - 15 to 30 minutes)
March 15, 1976
We have examined the balance sheet and 
statements of income and retained earnings of 
Excelsior Corporation as of December 31, 1975. 
Our examination was made in accordance with 
generally accepted accounting standards and 
accordingly included such tests of the accounting 
records as we considered necessary in the 
circumstances.
In our opinion, the above mentioned 
financial statements are accurately prepared and 
fairly presented in accordance with generally 
accepted accounting principles in effect at 
December 31, 1975.
Roscoe, CPA 
(Signed)
Other Information:
•  Excelsior is presenting comparative financial 
statements.
• Excelsior does not wish to present a statement 
of changes in financial position for either year.
• During 1975 Excelsior changed its method of 
accounting for long-term construction contracts and 
properly reflected the effect of the change in the 
current year’s financial statements and restated the 
prior-year’s statements. Roscoe is satisfied with 
Excelsior’s justification for making the change. The 
change is discussed in footnote number 12.
• Roscoe was unable to perform normal accounts 
receivable confirmation procedures but alternate 
procedures were used to satisfy Roscoe as to the 
validity of the receivables.
• Excelsior Corporation is the defendant in a 
litigation, the outcome of which is highly uncertain. If 
the case is settled in favor of the plaintiff, Excelsior will 
be required to pay a substantial amount of cash which 
might require the sale of certain fixed assets. The 
litigation and the possible effects have been properly 
disclosed in footnote number 11.
• Excelsior issued debentures on January 31,
1974, in the amount of $10,000,000. The funds obtained 
from the issuance were used to finance the expansion of 
plant facilities. The debenture agreement restricts the 
payment of future cash dividends to earnings after 
December 31, 1980. Excelsior declined to disclose this 
essential data in the footnotes to the financial 
statements.
Required:
Consider all facts given and rewrite the auditor’s 
report in acceptable and complete format incorporating 
any necessary departures from the standard (short 
form) report.
Do not discuss the draft of Roscoe’s report but 
identify and explain any items included in "Other 
Information" that need not be part of the auditor’s 
report.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN BUSINESS LAW 
(Commercial Law)
November 5, 1976; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ................................
No. 2 ................................
No. 3 ................................
No. 4 ................................
No. 5 ................................
No. 6 ...................... .........
No. 7 ................................
Estimated Minutes 
Minimum Maximum
25 30
25 30
25 30
30 35
25 30
25 30
20 25
Total 175 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination 
is to test the candidate’s knowledge and application 
of the subject matter, the ability to organize and 
present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
99. The text of a letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel 
pipes at today’s quoted price for delivery two 
months from today. Your acceptance must 
be received in five days.
Number 1 (Estimated tim e-------25 to 30 minutes)
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99. b.
Items to be Answered
d.
1. Martin Corporation orally engaged Humm & 
Dawson to audit its year-end financial statements. The 
engagement was to be completed within two months 
after the close of Martin’s fiscal year for a fixed fee of 
$2,500. Under these circumstances what obligation is 
assumed by Humm & Dawson?
a. None, because the contract is unenforceable 
since it is not in writing.
b. An implied promise to exercise reasonable 
standards of competence and care.
c. An implied obligation to take extraordinary 
steps to discover all defalcations.
d. The obligation of an insurer of its work which 
is liable without fault.
2. Which of the following can a CPA firm legally do?
a. Accept a competing company in the same 
industry as another of its clients.
b. Establish an association of CPAs for the 
purpose of determining minimum fee 
schedules.
c. Effectively disclaim liability to third parties 
for any and all torts.
d. Effectively establish an absolute dollar limita­
tion on its liability for a given engagement.
3. Winslow Manufacturing, Inc., sought a $200,000 
loan from National Lending Corporation. National 
Lending insisted that audited financial statements be 
submitted before it would extend credit. Winslow 
agreed to this and also agreed to pay the audit fee. An 
audit was performed by an independent CPA who 
submitted his report to Winslow to be used solely for 
the purpose of negotiating a loan from National. 
National, upon reviewing the audited financial state­
ments, decided in good faith not to extend the credit 
desired. Certain ratios, which as a matter of policy were 
used by National in reaching its decision, were deemed 
too low. Winslow used copies of the audited financial 
statements to obtain credit elsewhere. It was sub­
sequently learned that the CPA, despite the exercise of 
reasonable care, had failed to discover a sophisticated 
embezzlement scheme by Winslow’s chief accountant. 
Under these circumstances, what liability does the CPA 
have?
a. The CPA is liable to third parties who ex­
tended credit to Winslow based upon the 
audited financial statements.
b. The CPA is liable to Winslow to repay the 
audit fee because credit was not extended by 
National.
c. The CPA is liable to Winslow for any losses 
Winslow suffered as a result of failure to dis­
cover the embezzlement.
d. The CPA is not liable to any of the parties.
4. An investor seeking to recover stock market losses 
from a CPA firm, based upon an unqualified opinion on 
financial statements which accompanied a registration 
statement, must establish that
a. There was a false statement or omission 
of material fact contained in the audited 
financial statements.
b. He relied upon the financial statements.
c. The CPA firm did not act in good faith.
d. The CPA firm would have discovered the 
false statement or omisssion if it had 
exercised due care in its examination.
5. Under what conditions will the statute of frauds 
be a defense under the Uniform Commercial Code 
where there is a contract for the sale of goods worth 
more than $500?
a. The seller has completed goods specially 
manufactured for the buyer which are not 
salable in the ordinary course of the seller’s 
business.
b. The written memorandum omits several 
important terms but states the quantity, and 
it is signed by the party to be charged.
c. The party asserting the statute of frauds 
admits under oath to having made the 
contract.
d. The goods in question are fungible and 
actively traded by merchants in the business 
community.
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6. Walker and White entered into a written contract 
involving the purchase of certain used equipment by 
White. White claims that there were oral under­
standings between the parties which are included as a 
part of the contract. Walker pleads the parol evidence 
rule. This rule applies to
a. Subsequent oral modifications of the written 
contract by the parties.
b. Additional consistent terms even if the con­
tract was not intended as a complete and ex­
clusive listing of all terms of the agreement.
c. A contemporaneous oral understanding of the 
parties which contradicts the terms of a 
written contract intended as the final expres­
sion of the agreement between the parties.
d. Evidence in support of the oral modification 
based upon the performance by Walker.
9. Kent, a wholesale distributor of cameras, entered 
into a contract with Williams. Williams agreed to 
purchase 100 cameras with certain optional attach­
ments. The contract was made on October 1, 1976, for 
delivery by October 15, 1976; terms: 2/10, net 30. Kent 
shipped the cameras on October 6, and they were 
delivered on October 10. The shipment did not conform 
to the contract, in that one of the attachments was not 
included. Williams immediately notified Kent that he 
was rejecting the goods. For maximum legal advantage 
Kent’s most appropriate action is to
a. Bring an action for the price less an allow­
ance for the missing attachment.
b. Notify Williams promptly of his intention to 
cure the defect and make a conforming 
delivery by October 15.
c. Terminate his contract with Williams and 
recover for breach of contract.
d. Sue Williams for specific performance.
7. If a seller repudiates his contract for the sale of 
100 radios with a buyer, what recourse does the buyer 
have?
a. He can “ cover,” i.e., procure the goods else­
where and recover the difference.
b. He can obtain specific performance by the 
seller.
c. He can recover punitive damages.
d. He must await the sellers performance for 
a commercially reasonable time after repudia­
tion.
8. Berg is the founder and senior partner of Berg 
Associates, a consulting firm. He is now 75 years old 
and wants to retire. The other partners have agreed to 
purchase Berg’s partnership interest for $250,000; the 
amount includes $50,000 for goodwill. The agreement 
also provides for the right of the other partners to 
continue the business and the right to use Berg’s name. 
Berg is to receive $100,000 upon his retirement and an 
additional $50,000 per year for three years. The 
remaining partners agreed to hold Berg harmless for 
any past or future debts of the partnership and release 
him from all liability. If Berg accepts this offer to sell 
his partnership interest, it means that
a. The existing firm (Berg Associates) has not 
been dissolved because the business is to be 
carried on by the remaining partners.
b. The remaining partners may not use the 
original firm name, but may only indicate 
the newly named firm formerly was known 
as “ Berg Associates.”
c. The payment of $50,000 for the goodwill of 
Berg has important tax consequences to him 
and the firm.
d. Berg as a retired partner has the right to 
attend and vote in the year-end partner­
ship meeting.
10. Grand, a general partner, retired, and the 
partnership held a testimonial dinner for him and 
invited ten of the partnership’s largest customers to 
attend. A week later a notice was placed in various 
trade journals indicating that Grand had retired and 
was no longer associated with the partnership in any 
capacity. After the appropriate public notice of Grand’s 
retirement, which of the following best describes his 
legal status?
a. The release of Grand by the remaining part­
ners and the assumption of all past and future 
debts of the partnership by them via a “hold 
harmless” clause constitutes a novation.
b. Grand has the apparent authority to bind 
the partnership in contracts he makes with 
persons who have previously dealt with the 
partnership and are unaware of his retire­
ment.
c. Grand has no liability to past creditors upon 
his retirement from the partnership if they 
all have been informed of his withdrawal 
and his release from liability, and if they do 
not object within 60 days.
d. Grand has the legal status of a limited 
partner for the three years it takes to pay 
him the balance of the purchase price of his 
partnership interest.
11. A limited partner
a. May not withdraw his capital contribution 
unless there is sufficient limited-partnership 
property to pay all general creditors.
b. Must not own limited-partnership interests 
in other competing limited partnerships.
c. Is automatically an agent for the partnership 
with apparent authority to bind the limited 
partnership in contract.
d. Has no liability to creditors even if he takes 
part in the control of the business as long 
as he is held out as being a limited partner.
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12. Martin, a wholesale distributor, made a contract 
for the purchase of 10,000 gallons of gasoline from the 
Wilberforce Oil Company. The price was to be 
determined in accordance with the refinery price as of 
the close of business on the delivery date. Credit terms 
were net/30 after delivery. Under these circumstances 
which of the following statements is true?
a. If Martin pays upon delivery, he is entitled 
to a 2% discount.
b. The contract being silent on the place of 
delivery, Martin has the right to expect 
delivery at his place of business.
c. Although the price has some degree of un­
certainty, the contract is enforceable.
d. Because the goods involved are tangible, 
specific performance is a remedy available 
to Martin.
13. Absent any contrary provisions in the agreement, 
under which of the following circumstances will a 
limited partnership be dissolved?
a. A limited partner dies and his estate is 
insolvent.
b. A personal creditor of a general partner 
obtains a judgment against the general 
partner’s interest in the limited partnership.
c. A general partner retires and all the re­
maining general partners do not consent to 
continue.
d. A limited partner assigns his partnership 
interest to an outsider and the purchaser 
becomes a substituted limited partner.
14. A valid limited partnership
a. Created pursuant to state law cannot be 
treated as an “ association” for federal 
income tax purposes.
b. Cannot be created unless there is 
an enabling statute in the jurisdiction.
c. Is exempt from all Securities and Exchange 
Commission regulations.
d. Must designate in its certificate the name, 
residence, and capital contribution of each 
general partner but need not include this in­
formation in respect to limited partners.
15. A limited partner’s capital contribution to the 
limited partnership
a. Creates an intangible personal property right 
of the limited partner in the limited partner­
ship.
b. Can be withdrawn at the limited partner’s 
option at any time prior to the filing of a 
petition in bankruptcy against the limited 
partnership.
c. Can only consist of cash or marketable securi­
ties.
d. Need not be indicated in the limited partner­
ship’s certificate.
16. Bonanza Real Estate Ventures is a limited 
partnership created pursuant to the law of a state which 
has adopted the Uniform Limited Partnership Act. It 
has three general partners and 1,100 limited partners 
living in various states. The limited-partnership 
interests were offered to the general public at $5,000 
per partnership interest. Under these circumstances 
which of the following statements is true?
a. The general partners must contribute capital 
of at least $5,000 each.
b. The general partners have unlimited liability; 
thus, they cannot purchase a limited-partner­
ship interest also.
c. The limited-partnership interests are “ securi­
ties” within the meaning of the Securities Act 
of 1933.
d. The limited-partnership interest cannot be 
sold in any state which has not adopted the 
Uniform Limited Partnership Act.
Number 2 (Estimated tim e----- -25 to 30 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No.2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
Items to be Answered
17. What pricing agreements among competitors are 
legal?
a. An agreement which is aimed at lowering 
prices.
b. An agreement which is aimed at eliminating 
cutthroat competition by stabilizing prices.
c. An agreement which seeks to fix prices 
reasonably and fairly for the consumers’ 
benefit.
d. None because competitors are forbidden to 
enter into agreements which determine the 
price of the product they sell.
18. Which of the following provable debts is not 
discharged by bankruptcy?
a. Hospital bills.
b. Wages earned more than three months prior 
to commencement of bankruptcy proceed­
ings.
c. Liability for breach of a fiduciary duty 
resulting from a fraud committed by the 
debtor-fiduciary.
d. Rent payments due which have accrued 
within three months of the filing of the 
petition in bankruptcy.
84
Business Law
19. Marco owns all the shares of stock of Digits 
Corporation. Digits is currently short of cash and has 
had to default on some of its current liabilities. Marco 
loaned Digits $2,000 to tide it over its crisis and 
obtained a note from Digits for the amount of the loan. 
If Digits is petitioned into bankruptcy, what is the 
status of Marco’s loan?
a. It is a provable and allowable claim against 
the bankrupt’s estate which is superior to 
the claims of other general creditors.
b. It is a provable and allowable claim against 
the bankrupt’s estate together with the 
claims of all other general creditors.
c. It is invalid because the loan by Marco con­
stituted an act of bankruptcy.
d. It is worthless because Marco is personally 
liable for the debts of Digits since he owns all 
of its stock.
20. Wishing to acquire a site for its factory without 
provoking a rise in price, Peter Corporation engaged 
Argus Realty Company to purchase land without 
disclosing Peter’s name. Argus did so and signed a 
contract in its own name with Tyrone to purchase 
Tyrone’s land. Under these circumstances
a. The transaction is fraudulent.
b. Argus is not personally liable on the contract.
c. Peter Corporation must formally ratify the 
contract if it is to hold Tyrone liable.
d. Tyrone may obtain recourse against either 
Peter or Argus if the contract is not per­
formed.
21. Harper was employed as a carpenter by the Ace 
Construction Company. He negligently constructed a 
scaffold at one of Ace’s construction sites. The scaffold 
collapsed and injured Dirks (a fellow employee), 
Franklin (a supplier), and Harper.
a. Ace Construction Company is not liable to 
Franklin if Harper disobeyed specific instruc­
tions regarding construction of the scaffold.
b. Ace Construction Company is liable to 
Franklin even though Harper was grossly 
negligent.
c. Harper is not personally liable to Dirks or 
Franklin.
d. Harper cannot obtain workmen’s compensa­
tion.
22. Walker made a contract for and on behalf of his 
principal which was legally unauthorized. What is the 
status of this contract?
a. It is illegal.
b. It can be ratified only by a written affirma­
tion of the contract.
c. It can not bind the third party regardless of 
the principal’s subsequent action.
d. It can be ratified by the principal by his 
silence and the receipt and retention of the 
benefits of the contract.
23. Which of the following is permitted under the 
Robinson-Patman Act?
a. Functional discounts.
b. Local price cutting.
c. Knowingly inducing or receiving a prohibited 
price discrimination.
d. The payment of brokerage commissions to 
the purchaser.
24. A surety can avoid liability on his surety under­
taking if he can show
a. Death of the creditor.
b. Bankruptcy of the creditor.
c. A material alteration by the debtor and 
creditor of the contract which the surety 
guaranteed.
d. Lack of capacity of the debtor.
25. Farber, a principal, engaged Waters for six 
months as his exclusive agent to sell specific antiques.
a. The creation of such an agency must be in 
writing.
b. If the principal sells the antiques through 
another agent, he will be liable to Waters for 
damages.
c. The principal does not have the legal power 
to terminate the agency since it is an agency 
coupled with an interest.
d. Waters has impliedly guaranteed that he 
will sell the antiques within the six month 
period.
26. Anthony is a surety on a debt owed by Victor to 
Day.
a. Day must satisfy the Uniform Commercial 
Code’s filing requirements in order to perfect 
his security interest.
b. The surety undertaking need not be in 
writing if the surety is obtained by Victor 
at Day’s request.
c. The extension of credit by Day to Victor, 
contingent upon Anthony’s agreeing to act 
as surety, provides the consideration for 
Anthony’s promise.
d. Upon default, Anthony would be allowed to 
deduct a personal claim that he has against 
Victor from his required payment to Day.
27. Barnes has agreed to become the conditional 
guarantor of collection on credit extended by Ace 
Supply Company on a contract for the sale of goods by 
Ace to Wilcox not exceeding $5,000.
a. If Wilcox defaults, Barnes is immediately 
liable for the amount of the debt outstanding.
b. A discharge in bankruptcy obtained by 
Wilcox will discharge Barnes.
c. Upon default, Barnes must proceed against 
Wilcox on Ace’s behalf if Ace so requests.
d. Ace must first proceed against Wilcox before 
it is entitled to recover from Barnes.
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28. Your client is entitled to a rent priority in 
bankruptcy; as such he
a. Will have his claim satisfied prior to those of 
general creditors even though the general 
creditors receive little or nothing.
b. Ranks equally with all other parties entitled 
to priorities.
c. Has a claim superior to the claims of secured 
creditors.
d. Is precluded from asserting the priority if it 
was obtained within three months of the 
filing of the petition in bankruptcy.
29. Under which of the following circumstances will 
an agent acting on behalf of a disclosed principal not be 
liable to a third party for his actions?
a. He signs a negotiable instrument in his own 
name and does not indicate his agency 
capacity.
b. He commits a tort in the course of discharg­
ing his duties.
c. He is acting for a non-existent principal 
which subsequently comes into existence 
after the time of the agent’s actions on the 
principal’s behalf.
d. He lacks specific express authority but is 
acting within the scope of his implied author­
ity.
30. Under what conditions will both the debtor and 
the surety be able to avoid liability on a debt owed by 
the debtor to the creditor?
a. The debt exceeds $500 and the debtor’s 
obligation is not contained in a signed 
writing.
b. The debtor lacks the capacity to enter into 
the contract with the creditor.
c. There is a tender of payment by the surety.
d. The debtor is released by the creditor.
31. In order to establish a co-surety relationship the 
two or more sureties must
a. Be aware of each others existence at the 
time of their contract.
b. Sign the same contract creating the debt and 
the co-surety relationship.
c. Be bound to answer for the same debt or duty 
of the debtor.
d. Be bound for the same amount and share 
equally in the obligation to satisfy the 
creditor.
32. The surety’s right of subrogation
a. Is not available in a bankruptcy proceeding.
b. Must be explicity stated and defined in the 
surety undertaking.
c. Does not apply to situations where the 
creditor holds security sufficient to satisfy the 
debt.
d. Allows the surety, upon satisfying the obliga­
tion, to succeed to the creditor’s rights.
Number 3 (Estimated tim e----- -25 to 30 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No.2, to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
Items to be Answered
33. Which of the following contracts falls within 
common law rules and is not covered by the Uniform 
Commercial Code?
a. A requirements contract for the purchase of 
fuel oil.
b. A contract for the sale of 200 chess sets.
c. A contract for the sale of goods which are 
manufactured according to the buyer’s 
specifications.
d. An employment contract which by its terms 
has a set period of eighteen months.
34. One of a CPA’s major concerns regarding con­
tractual questions arising in the examination of a 
client’s financial statements is
a. The proper court to initiate a lawsuit.
b. The question of who has the burden of proof.
c. Whether consideration has been provided by 
both parties to a contract.
d. The admissibility of evidence in court.
35. The distinction between contracts covered by the 
Uniform Commercial Code and contracts which are not 
covered by the code is
a. Basically dependent upon whether the 
subject matter of the contract involves the 
purchase or sale of goods.
b. Based upon the dollar amount of the contract.
c. Dependent upon whether the statute of 
frauds is involved.
d. Of relatively little or no importance to the 
CPA since the laws are invariably the same.
36. In order to be valid, consideration must
a. Be stated in the contract.
b. Be based upon a legal obligation as con­
trasted with a moral obligation.
c. Be performed simultaneously by the parties.
d. Have a monetary value.
37. A contract will be enforceable even if the party 
seeking to avoid performance alleges and proves
a. Innocent misrepresentation.
b. Fraud.
c. Mutual mistake of material fact.
d. Extreme hardship.
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38. The basic distinction between a bilateral contract 
and a unilateral contract according to common law 
rules is
a. That one must be signed, sealed and 
delivered, whereas the other need not.
b. There is only one promise involved when the 
contract is unilateral.
c. The statute of frauds applies to one and not 
to the other.
d. One is assignable whereas the other is not.
39. Which of the following problems are within the 
competency of a CPA?
a. The validity of a will to be admitted to 
probate.
b. The parties who would have the standing in 
court to contest the validity of the will.
c. The validity of a trust created under the 
terms of the will.
d. The value of a decedent’s gross estate at the 
time of death and alternate valuation date.
40. Farber sold his house to Ronald. Ronald agreed 
among other things to pay the existing mortgage on the 
house. The Safety Bank, which held the mortgage, 
released Farber from liability on the debt. The above 
described transaction (relating to the mortgage debt) is
a. Invalid in that the bank did not receive any 
additional consideration from Farber.
b. Not a release of Farber if Ronald defaults, 
and the proceeds from the sale of the mort­
gaged house are insufficient to satisfy the 
debt.
c. A novation.
d. A delegation.
41. Vance obtained a 25-year leasehold interest in an 
office building from the owner, Stanfield.
a. Vance’s interest is non-assignable.
b. The conveyance of the ownership of the 
building by Stanfield to Wax will terminate 
Vance’s leasehold interest.
c. Stanfield’s death will not terminate Vance’s 
leasehold interest.
d. Vance’s death will terminate the leasehold 
interest.
42. An easement cannot be
a. Created by reservation.
b. The mere right to the use of another’s 
land but must be obtained for the benefit of 
the land owned by the party obtaining the 
easement.
c. Obtained by prescription if the claimant’s use 
of the land has been interrupted by the 
prompt action of the landowner.
d. Conveyed by the easement owner to another 
party who purchases the land owned by the 
easement owner.
43. The failure to record a deed will
a. Not affect the rights between the parties to 
the deed.
b. Constitute a fraud upon the creditors of the 
seller.
c. Defeat the rights of the buyer if the seller 
subsequently conveys the property to a third 
party who has actual knowledge of the prior 
conveyance.
d. Be disregarded in respect to the rights of 
subsequent third parties if the deed is a mere 
quitclaim.
44. A real estate mortgage
a. Need not be in writing.
b. Creates an intangible personal property right 
for the mortgagee.
c. If properly recorded, gives constructive 
notice to subsequent purchasers and mort­
gagees of the recording mortgagee’s interest.
d. Is not assignable by the mortgagee.
45. The statute of limitations normally
a. Does not apply to written contracts.
b. Has no application to unilateral contracts.
c. Requires that the lawsuit be concluded with­
in a specific period of time.
d. Commences (begins to run) from the date of 
the breach of a contract.
46. The normal types of questions relating to estates 
and trusts which might be referred from a law firm to a 
CPA firm would include problems which involve
a. The order of distribution under the intestate 
succession laws.
b. Whether an ancillary proceeding is required.
c. The amount of property or money to be 
received by the income beneficiaries as 
contrasted with the amount to be accumu­
lated for the remainderman.
d. Whether a will has been effectively revoked.
47. The Federal Social Security Act
a. Applies to self-employed businessmen.
b. Excludes professionals such as accountants, 
lawyers, and doctors.
c. Provides for a deduction by the employee 
against his federal income tax.
d. Applies to professionals at their option.
48. Markum was grossly negligent in the operation of 
a forklift. As a result he suffered permanent disability. 
His claim for workmen’s compensation will be
a. Denied.
b. Limited to medical benefits.
c. Reduced by the percentage share attribu­
table to his own fault.
d. Paid in full.
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Number 4 (Estimated time----- -30 to 35 minutes)
Part a. Maximum Corporation is a medium-sized 
manufacturing company whose shares are publicly 
traded. Maximum’s capital structure consists of
500,000 shares of common stock and 200,000 shares of 
8% non-cumulative preferred. During each of the past 
five years, Maximum has earned an amount well in 
excess of the $16,000 which the preferred shareholders 
would be entitled to if any dividends were declared. 
The board has stated that it has refrained from 
declaring any dividends because of the need to expand 
its operations by construction of new facilities or the 
acquisition of another corporation. In fact, the real 
motivation behind the board’s dividend policy is to 
depress the market value of the preferred shares which 
the board members have been quietly accumulating 
over the past two years. As a consequence of the 
foregoing the accumulated earnings and profits of 
Maximum are now $130,000.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What are the legal implications of the above facts?
Part b. Franklin Corporation was incorporated in 
1970. At that time 150,000 shares of common stock with 
a par value of $10 per share were sold. Three of the 
original subscribers who were also the promoters and 
first directors of the corporation purchased 50,000 
shares at $5 per share. The offering price to the public 
was $15 per share. The three promoters in question 
sold their shares for $8 per share after they were 
defeated for re-election as directors three years later. 
The corporation is now in bankruptcy. All other 
creditors with the exception of Mabry, Franklin’s major 
creditor, have settled their claims. Mabry had loaned 
the corporation $500,000. At the time of the loan, 
Mabry insisted upon audited financial statements 
before he would extend credit. This was done and the 
audited financial statements clearly indicated that par 
value had not been paid by the promoters upon their 
purchase of the 50,000 shares.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. What rights does Mabry have against the 
three promoters?
2. What rights does Mabry have against the 
purchasers who bought from the promoters?
Part c. Rex Corporation, one of your clients, has 
engaged you to examine its financial statements in 
connection with a prospective merger or a consolidation 
with King Corporation. Both methods of acquisition are 
being considered under applicable corporate statutory 
law, Rex is the larger of the two corporations and is in 
reality acquiring King Corporation,
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Discuss the meaning of the terms merger and 
consolidation as used in corporate law with particular 
emphasis on the legal difference between the two.
2. What are the major legal procedures which 
must be met in order to accomplish either a merger or 
consolidation?
Number 5 (Estimated tim e----- -25 to 30 minutes)
Part a. Barton Fashion, Inc., was in poor 
financial condition and desperate for cash. Wilcox, its 
major owner and president, contacted Marvel Depart­
ment Stores, Inc., and offered to sell them 2,000 
genuine alligator handbags at a bargain price. Wilcox 
showed several of the bags to Marvel’s chief 
purchasing officer. These were duly examined and 
found to be of first quality in every respect. Marvel’s 
chief purchasing officer placed an order with Barton for 
the 2,000 handbags. Payment was to be made upon 
delivery and inspection by Marvel. In fact, Barton had 
about 100 real alligator bags, the rest were clever 
imitations. Wilcox had the cartons packed in such a way 
that the genuine alligator bags were on the top of each 
carton. The shipment was made, and Marvel’s initial 
inspection revealed that everything was apparently in 
order. Marvel delivered a check to Barton’s agent 
who turned it over to Wilcox. Wilcox as president of 
Barton promptly negotiated the check to Walker, one of 
Barton’s creditors who was threatening to file bank­
ruptcy proceedings against Barton. Barton received 
$3,000 in cash and full credit against its debt to Walker 
for the balance of the check. Upon discovery of the 
fraud, Marvel promptly notified its bank, First 
Commerce, to stop payment on the check. When the 
check was presented for payment the next day, 
payment was refused.
Required: Answer the following, setting forth 
for any conclusions stated.
reasons
1. What are the rights of Walker against First 
Commerce?
2. What are the rights of Walker against Marvel?
3. What are the rights of Marvel against Wilcox?
4. What are the rights of Marvel against Barton?
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Part b. Davidson was one of Fenner Corpora­
tion’s chief stock clerks. His net weekly salary was 
$125. Unfortunately, he lost a substantial sum of money 
betting on sports events, and he owed $2,000 to the 
loan sharks. Under these circumstances, he decided to 
raise the amount of his paychecks to $725 per week. His 
strategem was to wait until the assistant treasurer, in 
whose office the paymaster check imprinting machine 
was located, was away from his desk. He would then go 
into the office and artfully strike the number 7 over the 
number 1 and raise the paycheck amount from $125 to 
$725. The checks were promptly negotiated to Smith, a 
holder in due course, who cashed them at his own bank, 
and the checks were subsequently paid by Fenner’s 
bank, Beacon National. The fraudulent scheme was 
discovered within a week after Beacon returned 
Fenner’s canceled checks for the month. By that time 
five weekly paychecks had been raised by Davidson and 
cashed by Smith. Fenner promptly notified Beacon of 
the fraud.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. To whom is Davidson liable?
2. What are the rights and liabilities of Fenner?
3. What are the rights and liabilities of Beacon?
4. What are the rights and liabilities of Smith?
Number 6 (Estimated tim e----- -25 to 30 minutes)
Part a. Pierce Auto Parts, Inc., needed additional 
working capital for a six-month period. It had a large 
inventory in its possession consisting of finished 
products, work in process, and raw materials. Merrill 
Financing Corporation was contacted regarding a 
$25,000 loan. Merrill was willing to make a loan, but 
only if it was secured by collateral. Merrill obviously 
did not wish to take physical possession of the 
inventory, and Pierce needed access to the work-in- 
process inventory in order to finish the auto parts which 
required minor additional work, packaging, and 
labeling. Hence, the parties agreed to enter into a field 
warehousing arrangement covering the finished 
inventory and the nearly completed work-in-process 
inventory. The raw materials were not included 
because they were already subject to the secured 
interest of another creditor who had duly filed a 
financing statement.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Discuss the procedures used in, and the 
business and legal aspects of, field warehousing.
2. How may Merrill perfect its security interest?
3. Suppose the raw materials are subsequently 
field warehoused by Merrill for an additional $5,000 
loan. What rights will Merrill have?
Part b. Balsam was a partner in the firm of 
Wilkenson, Potter & Parker. The firm had a buy-out 
arrangement whereby the partnership funded the 
buy-out agreement with insurance on the lives of the 
partners payable to the partnership. When the 
insurance policies were obtained by the partnership, 
Balsam understated his age by three years. Eight years 
later, Balsam decided to sell his partnership interest to 
Gideon. The sale was consummated and the other 
partners admitted Gideon as a partner in Balsam’s 
place. The partnership nevertheless retained owner­
ship in the policy on the life of Balsam and continued to 
pay the premiums thereon. Balsam died one year later. 
The insurance company refuses to pay the face value of 
the policy claiming that the partnership is only entitled 
to the amount of the premiums paid. As a basis for this 
position, the insurance company asserts lack of an 
insurable interest and material misrepresentation.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Will Wilkenson, Potter & Parker prevail in an 
action against the insurance company? Give specific 
attention to the assertions of the insurance company.
Part c. Anderson loaned the Drum Corporation 
$60,000. The loan was secured by a first mortgage on 
Drum’s land and the plant thereon. Anderson 
independently procured a fire insurance policy for 
$60,000 on the mortgaged property from the Victory 
Insurance Company. Six years later when the mortgage 
had been amortized down to $52,000, the plant was 
totally destroyed by a fire caused by faulty electrical 
wiring in the rear storage area.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Anderson seeks recovery of $60,000 from the 
Victory Insurance Company. How much will it collect?
2. Upon payment by Victory Insurance Company, 
what rights does Victory have?
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Darius Corporation has 1,000,000 shares of 
common stock outstanding of which 450,000 shares are 
publicly traded over-the-counter and 550,000 are owned 
by Lynn, its president. The market price of the stock 
has ranged from $3 to $4 per share over the past year. 
Lynn obtained his Darius shares on August 10, 1976, 
when Darius acquired a company wholly owned by 
Lynn pursuant to an exchange of 550,000 Darius shares 
for all of the shares of Lynn’s company. The Darius 
shares received by Lynn were unregistered and 
contained a legend which restricted transfer except on 
the opinion of counsel that the shares were 
transferable. The number of Darius shares held by the 
public was 450,000 both before and after the August 10 
exchange.
On September 22, 1976, Archer & Co., Lynn’s 
broker, purchased from Lynn, for its own account and 
in ten separate transactions, a total of 10,000 shares of 
Darius at $4.50 per share. The next day Archer 
purchased from Lynn in eight separate transactions an 
additional 8,000 shares in total at $5.50 per share, again 
for its own account. These were the only transactions on 
September 22 and 23, and trading in Darius shares 
over-the-counter had otherwise been light in recent 
months. On September 24, 1976, Archer circulated a
Number 7 (Estimated time----- -20 to 25 minutes) story that there was an active demand for Darius 
shares. Within a few days, Darius stock was quoted 
over-the-counter at $9 per share.
On September 30, 1976, Archer sold, as agent for 
Lynn, 50,000 of Lynn’s Darius shares for $9 a share to 
buyers in several states which Archer had solicited in 
the open market. Archer also sold for $9 per share the
18,000 Darius shares purchased the prior week for its 
own account. Soon thereafter, trading activity in Darius 
stock subsided to its normally light volume which was 
reflected in the market price retreat to $3 per share.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
a. What is the general statutory rule requiring 
registration under the Securities Act of 1933, and would 
the Darius shares sold by Archer be exempt as a 
so-called “ transactions by any person other than an 
issuer, underwriter or dealer” or as a so-called 
“ brokers’ transaction” ?
b. Did Archer violate the Securities Exchange 
Act of 1934 when buying and selling the 18,000 shares 
of Darius?
c. Is Lynn liable to Darius under the Securities 
Exchange Act of 1934 because he sold 68,000 shares of 
Darius?
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
Novembers, 1976; 1:30 to  5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ...............................
No. 2 ..............................
No. 3 ..............................
No. 4 ..............................
No. 5 ..............................
No. 6 ...............................
No. 7 ..............................
Total.......................
Estimated Minutes 
Minimum Maximum
35 40
35 40
20 25
20 30
20 25
15 20
20 30
165 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in 
written reports in clear, unequivocal language. Al­
though the primary purpose of the examination is 
to test the candidate’s knowledge and application 
of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of issues in financial account­
ing, Opinions of the Accounting Principles Board, and 
Statements of the Financial Accounting Standards 
Board. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
99. The recommended title for the financial statement 
which summarizes changes in financial position is the 
statement of
a. Changes in financial position.
b. Changes in working capital.
c. Sources and applications of funds.
d. Cash flow.
Number 1 (Estimated tim e----- -35 to 40 minutes)
Answer Sheet
99. a.   b. :::::::::: c. :::::: 
Items to be Answered
1. Depreciation measurement should be based on
a. Past input exchange price.
b. Current input exchange price.
c. Future input exchange price.
d. Current output exchange price.
2. Which of the following methods of determining 
annual bad debt expense best achieves the matching 
concept?
a. Percentage of sales.
b. Percentage of ending accounts receivable.
c. Percentage of average accounts receivable.
d. Direct write-off.
3. Revenue is generally recognized when the earning 
process is virtually complete and an exchange has taken 
place. What principle is described herein?
a. Consistency.
b. Matching.
c. Realization.
d. Conservatism.
4. Which type of accounting change should always 
be accounted for in current and future periods?
a. Change in accounting principle.
b. Change in reporting entity.
c. Change in accounting estimate.
d. Correction of an error.
5. The Raider Company changed its method of 
pricing inventories from first-in, first-out to last-in, 
first-out. What type of accounting change does this 
represent?
a. A change in accounting estimate for which 
the financial statements for the prior periods 
included for comparative purposes should be 
presented as previously reported.
b. A change in accounting principle for which 
the financial statements for prior periods in­
cluded for comparative purposes should be 
presented as previously reported.
c. A change in accounting estimate for which 
the financial statements for prior periods in­
cluded for comparative purposes should be 
restated.
d. A change in accounting principle for which 
the financial statements for prior periods in­
cluded for comparative purposes should be 
restated.
6. A company has four “ deferred income tax” 
accounts arising from timing differences involving: (1) 
current assets, (2) noncurrent assets, (3) current 
liabilities, and (4) noncurrent liabilities. The presenta­
tion of these four “ deferred income tax” accounts in 
the statement of financial position should be shown as
a. A single net amount.
b. A net current and a net noncurrent amount.
c. Four accounts with no netting permitted.
d. Valuation adjustments of the related assets 
and liabilities that gave rise to the deferred 
tax.
7. Which of the following situations would require 
use of interperiod tax allocation procedures?
a. Research and development costs are deduct­
ed for income tax purposes in the year in­
curred.
b. A material gain on a sale-leaseback trans­
action is taxed in the year of sale.
c. Unamortized discount and call premium on an 
early extinguishment of debt are deducted 
for income tax purposes in the year of ex­
tinguishment.
d. The amount of a material loss on the sale of 
an asset differs for tax and accounting pur­
poses because of different bases for this 
asset. The different bases are due to a quasi­
reorganization recognized for accounting but 
not for income tax purposes.
8. What theory of ownership equity is enumerated 
by the following equation: assets minus liabilities 
minus preferred stock equity equals common stock 
equity?
a. Fund.
b. Enterprise.
c. Entity.
d. Residual equity.
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9. Companies A and B have been operating sep­
arately for five years. Each company has a minimal 
amount of liabilities and a simple capital structure 
consisting solely of voting common stock. Company A, 
in exchange for 40 percent of its voting stock, acquires 
80 percent of the common stock of Company B. This 
was a “ tax free” stock for stock (type B) exchange for 
tax purposes. Company B assets have a total net fair 
market value of $800,000 and a total net book value of 
$580,000. The fair market value of the A stock used in 
the exchange was $700,000. The goodwill on this 
acquisition would be
a. Zero, this would be a pooling of interest.
b. $60,000.
c. $120,000.
d. $236,000.
10. Drab, Inc., owns 40% of the outstanding stock of 
Gloom Company. During 1975, Drab received a $4,000 
cash dividend from Gloom. What effect did this 
dividend have on Drab’s 1975 financial statements?
a. Increased total assets.
b. Decreased total assets.
c. Increased income.
d. Decreased investment account.
11. When preparing combined or consolidated finan­
cial statements for a domestic and a foreign company, 
the account balances expressed in the foreign currency 
must be translated into the domestic currency. The 
objective of the translation process is to obtain currency 
valuations that
a. Are conservative.
b. Reflect current monetary equivalents.
c. Are expressed in domestic units of measure 
and are in conformity with domestic generally 
accepted accounting principles.
d. Reflect the translated account at its unexpired 
historical cost.
12. How should cumulative preferred dividends in 
arrears be shown in a corporation’s statement of finan­
cial position?
a. Footnote.
b. Increase in stockholders’ equity.
c. Increase in current liabilities.
d. Increase in current liabilities for the amount 
expected to be declared within the year or 
operating cycle, and increase in long-term 
liabilities for the balance.
13. Milner Company issued what is called a “ 100% 
stock dividend” on its common stock. Milner did not 
change the par value of the common stock. At what 
amount per share, if any, should either paid-in capital 
or retained earnings be reduced for this transaction?
a. Zero because no entry is made.
b. Par value.
c. Market value at the declaration date.
d. Market value at the date of issuance.
14. A graph is set up with “ depreciation expense” on 
the vertical axis and “ time” on the horizontal axis. 
Assuming linear relationships, how would the graphs 
for straight-line and sum-of-the-years’-digits deprecia­
tion, respectively, be drawn?
a. Vertically and sloping down to the right.
b. Vertically and sloping up to the right.
c. Horizontally and sloping down to the right.
d. Horizontally and sloping up to the right.
15. At the beginning of 1973, Garmar Company 
received a three-year noninterest-bearing $1,000 trade 
note. The market rate for equivalent notes was 8% at 
that time. Garmar reported this note as $1,000 trade 
notes receivable on its 1973 year-end statement of 
financial position and $1,000 as sales revenue for 1973. 
What effect did this accounting for the note have on 
Garmar’s net earnings for 1973, 1974, and 1975, and its 
retained earnings at the end of 1975, respectively?
a. Overstate, understate, understate, zero.
b. Overstate, understate, understate, under­
state.
c. Overstate, overstate, understate, zero.
d. No effect on any of these.
16. Which of the following items represents a 
potential use of working capital?
a. Goodwill amortization.
b. Sale of fixed assets at a loss.
c. Net loss from operations.
d. Declaration of a stock dividend.
17. When a company adopts a pension plan for 
accounting purposes, past service costs should be
a. Treated as a prior period adjustment because 
no future periods are benefitted.
b. Amortized in accordance with procedures 
used for income tax purposes.
c. Amortized under accrual accounting to 
current and future periods benefitted.
d. Treated as an expense of the period during 
which the funding occurs.
18. In considering interim financial reporting, how 
did the Accounting Principles Board conclude that such 
reporting should be viewed?
a. As a “ special” type of reporting that need not 
follow generally accepted accounting prin­
ciples.
b. As useful only if activity is evenly spread 
throughout the year so that estimates are 
unnecessary.
c. As reporting for a basic accounting period.
d. As reporting for an integral part of an annual 
period.
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Items 19 through 22 are based on the following in­
structions:
Each item describes an independent situation. For 
each situation, one factor is denoted X and the other 
factor is denoted Y. For each situation, compare the two 
factors to determine whether X is greater than, equal 
to, or less than Y.
19. Delta Corporation wrote off a $100 uncollectible 
account receivable against the $1,200 balance in its 
allowance account. Compare the current ratio before 
the write off (X) with the current ratio after the write 
off (Y).
a. X greater than Y.
b. X equals Y.
c. X less than Y.
d. Cannot be determined.
20. Kappa, Inc., neglected to amortize the premium 
on its bonds payable. Compare the company’s net 
earnings without this premium amortization (X) and the 
company’s net earnings with such amortization (Y).
a. X greater than Y.
b. X equals Y.
c. X less than Y.
d. Cannot be determined.
21. Aaron, Inc., owns 80% of the outstanding stock of 
Belle, Inc. Compare the consolidated net earnings of 
Aaron and Belle (X) and Aaron’s net earnings if it does 
not consolidate with Belle (Y).
a. X greater than Y.
b. X equals Y.
c. X less than Y.
d. Cannot be determined.
22. Epsilon Company has a current ratio of 2 to 1. A 
transaction reduces the current ratio. Compare the 
working capital before this transaction (X) and the 
working capital after this transaction (Y).
a. X greater than Y.
b. X equals Y.
c. X less than Y.
d. Cannot be determined.
Instructions
Select the best answer for each of the following 
items relating to a variety of issues in managerial 
accounting and municipal accounting. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on 
the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer 
all items. Your grade will be based on your total correct 
answers.
Items to be Answered
23. Which of the following is a characteristic of a 
process-costing system?
a. Work-in-process inventory is restated in 
terms of completed units.
b. Costs are accumulated by order.
c. It is used by a company manufacturing 
custom machinery.
d. Standard costs are not applicable.
24. In a production-cost report using process costing, 
transferred-in costs are similar to
a. Material added at the beginning of the 
process.
b. Conversion costs added during the process.
c. Costs transferred to the next process.
d. Costs included in beginning inventory.
25. Cost-volume-earnings analysis includes some in­
herent, simplifying assumptions. Which of the follow­
ing is not one of these assumptions?
a. Cost and revenues are predictable and are 
linear over the relevant range.
b. Variable costs fluctuate proportionally with 
volume.
c. Changes in beginning and ending inventory 
levels are insignificant in amount.
d. Sales mix will change as fixed costs increase 
beyond the relevant range.
26. Depreciation based on the number of units pro­
duced would be classified as what type of cost?
a. Out-of-pocket.
b. Marginal.
c. Variable.
d. Fixed.
Number 2 (Estimated time----- -35 to 40 minutes)
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27. Which type of cost is a vital part of decision 
making but omitted from conventional accounting 
records?
a. Out-of-pocket cost.
b. Sunk cost.
c. Opportunity cost.
d. Direct cost.
28. Operating earnings computed using variable 
(direct) costing would exceed operating earnings com­
puted using absorption costing if
a. Units sold exceed units produced.
b. Units sold are less than units produced.
c. Units sold equal units produced.
d. The unit fixed cost is zero.
29. A company uses a two-way analysis for overhead 
variances: budget (controllable) and volume. The 
volume variance is based on the
a. Total overhead application rate.
b. Volume of total expenses at various activity 
levels.
c. Variable overhead application rate.
d. Fixed overhead application rate.
30. Listed below are four names for different kinds of 
standards associated with a standard cost system. 
Which of these describes the labor costs that should be 
incurred under forthcoming efficient operating condi­
tions?
a. Ideal.
b. Basic.
c. Maximum-efficiency.
d. Currently attainable.
31. A debit balance in the labor-efficiency variance in­
dicates that
a. Standard hours exceed actual hours.
b. Actual hours exceed standard hours.
c. Standard rate and standard hours exceed 
actual rate and actual hours.
d. Actual rate and actual hours exceed standard 
rate and standard hours.
32. What capital-budgeting method assumes that 
funds are reinvested at the company’s cost of capital?
a. Payback.
b. Accounting rate of return.
c. Net present value.
d. Time-adjusted rate of return.
33. What technique is used to deal with a range of 
possibilities in a capital-budgeting model?
a. Present-value concepts.
b. Sensitivity analysis.
c. Markov analysis.
d. Discounted cash flow.
34. Which capital-budgeting methods require use of a 
present-value table?
a. Net present value and time-adjusted rate of 
return.
b. Payback and accounting rate of return.
c. Accounting rate of return and time-adjusted 
rate of return.
d. Accounting rate of return, time-adjusted rate 
of return, net present value, and payback.
35. The figure .9423 is taken from the column marked 
2% and the row marked three periods in a certain in­
terest table. From what interest table is this figure 
taken?
a. Amount of $1.
b. Amount of annuity of $1.
c. Present value of $1.
d. Present value of annuity of $1.
36. A businessman wants to withdraw $3,000 (in­
cluding principal) from an investment fund at the end of 
each year for five years. How should he compute his 
required initial investment at the beginning of the first 
year if the fund earns 6% compounded annually?
a. $3,000 times the amount of an annuity of $1 at 
6% at the end of each year for five years.
b. $3,000 divided by the amount of an annuity of 
$1 at 6% at the end of each year for five 
years.
c. $3,000 times the present value of an annuity 
of $1 at 6% at the end of each year for five 
years.
d. $3,000 divided by the present value of an 
annuity of $1 at 6% at the end of each year for 
five years.
37. The reserve for encumbrances account is properly 
considered to be a
a. Current liability if payable within a year; 
otherwise, long-term debt.
b. Fixed liability.
c. Floating debt.
d. Reservation of the fund’s equity.
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38. Recreational facilities run by a governmental unit 
and financed on a user-charge basis would be 
accounted for in which fund?
a. General.
b. Trust.
c. Enterprise.
d. Capital projects.
39. Which of the following is a basic principle of 
governmental accounting?
a. In financial reporting legal provisions take 
precedence over generally accepted govern­
mental accounting principles if there is a 
conflict.
b. The basis of accounting to be followed in re­
cording transactions in the respective funds 
depends on the purpose for which the fund 
has been established. Funds must be 
matched with the appropriate budgetary 
accounts.
c. Depreciation can be ignored because no 
attempt is made to measure profit.
d. Every transaction must equally affect the 
general fund and at least one other fund.
40. What financial statement is not recommended for 
the general fund?
a. Analysis of changes in fund balance.
b. Statement of cash receipts and disburse­
ments.
c. Statement of expenditures and encumbrances 
compared with authorizations.
d. Statement of revenue—actual and estimated.
41. A city’s general-fund budget for the forthcoming 
fiscal year shows estimated revenues in excess of 
appropriations. The initial effect of recording this will 
result in an increase in
a. Taxes receivable.
b. Fund balance.
c. Reserve for encumbrances.
d. Encumbrances.
42. The City of Rover has two special-assessment 
funds. In the preparation of the statement of financial 
position for these funds as of the end of the fiscal year, 
these funds may be reported on
a. A combined basis which shows the total for 
both funds and has separate columns to 
present account balances for each fund.
b. A consolidated basis after eliminating the 
effects of interfund transactions.
c. A separate basis, but never together in the 
same statement.
d. A consolidated basis with the general fund 
after eliminating the effects of interfund 
transactions.
43. A businessman wants to invest a certain sum of 
money at the end of each year for five years. The invest­
ment will earn 6% compounded annually. At the end of 
five years, he will need a total of $30,000 accumulated. 
How should he compute his required annual invest­
ment?
a. $30,000 times the amount of an annuity of $1 
at 6% at the end of each year for five years.
b. $30,000 divided by the amount of an annuity 
of $1 at 6% at the end of each year for five 
years.
c. $30,000 times the present value of an annuity 
of $1 at 6% at the end of each year for five 
years.
d. $30,000 divided by the present value of an 
annuity of $1 at 6% at the end of each year for 
five years.
44. When reporting for governmental units, what 
type of costs should be presented in the financial 
statements?
a. Historical.
b. Historical adjusted for price-leyel changes.
c. Current appraisal.
d. Historical and current presented in two sepa­
rate columns.
Number 3 (Estimated tim e----- -20 to 25 mlnutes)
Financial accounting usually emphasizes the eco­
nomic substance of events even though the legal form 
may differ and suggest different treatment. For ex­
ample, under accrual accounting, expenses are recog­
nized when they are incurred (substance) rather than 
when cash is disbursed (form).
Although the feature of substance over form exists 
in most generally accepted accounting principles and 
practices, there are times when form prevails over 
substance.
Required:
For each of the following topics, discuss the under­
lying theory in terms of both substance and form, i.e., 
substance over form and possibly form over substance 
in some cases. Each topic should be discussed indepen­
dently.
a. Consolidated financial statements.
b. Equity method of accounting for investments 
in common stock.
c. Leases (including sale and leaseback).
d. Earnings per share (complex capital struc­
ture).
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Part a. Valuation of assets is an important topic 
in accounting theory. Suggested valuation methods in­
clude the following:
Historical cost (past purchase prices)
Historical cost adjusted to reflect general price- 
level changes 
Discounted cash flow (future exchange prices) 
Market price (current selling prices) 
Replacement cost (current purchase prices)
Required:
1. Why is the valuation of assets a significant 
issue?
2. Explain the basic theory underlying each of 
the valuation methods cited above. Do not discuss ad­
vantages and disadvantages of each method.
Part b. Valuation to reflect general price-level 
adjustments, as opposed to replacement cost, would 
yield differing amounts on a firm’s financial state­
ments.
Several transactions concerning one asset of a 
calendar-year company are summarized as follows:
1974 Purchased land for $40,000 cash on 
December 31.
Replacement cost at year end was 
$40,000.
1975 Held this land all year.
Replacement cost at year end was 
$52,000.
1976 October 31 — sold this land 
$68,000
General price-level index:
December 31, 1974 
December 3 1 , 1975 
October 3 1 , 1976
Number 4 (Estimated time----- -20 to 30 minutes)
for
100
110
120
Required:
On your answer sheet, duplicate the following 
schedules and complete the information required based 
upon the transactions described above.
Valuation of Land 
on Statement of 
Financial Position
December 31,
1974 
December 31,
1975
Gain on Earnings 
Statement
General
Price-Level Replacement Cost
General
Price-Level Replacement Cost
Part a. Inventory may be computed under one of 
various cost-flow assumptions. Among these assump­
tions are first-in, first-out (FIFO) and last-in, first-out 
(LIFO). In the past, some companies have changed 
from FIFO to LIFO for computing portions or all of their 
inventory.
Required:
1. Ignoring income tax, what effect does a 
change from FIFO to LIFO have on net earnings and 
working capital? Explain.
2. Explain the difference between the FIFO as­
sumption of earnings and operating cycle and the LIFO 
assumption of earnings and operating cycle.
Part b. Companies using LIFO inventory some­
times establish a “ Reserve for the Replacement of 
LIFO Inventory” account.
Required:
Explain why and how this “ Reserve” account is 
established and where it should be shown on the 
statement of financial position.
Number 5 (Estimated time----- -20 to 25 minutes)
Number 6 (Estimated time----- -15 to 20 minutes)
Part a. Freedom, Inc., your client, is a very large 
corporation with branches in several major U.S. cities. 
Freedom has asked you, as a consultant, to be part of 
an advisory operations research team to the company.
Required:
What are the characteristics of the field of opera­
tions research (OR) and in what ways can you, as an 
accountant, contribute to this operations research 
team?
Part b. One of your major clients, The Liberty 
Company, is planning to use several quantitative 
techniques to help control its operations. Liberty is 
seeking your advice about these techniques.
Required:
Define and discuss each of the following 
quantitative techniques including the assumptions and 
accounting data used therein:
1. Linear programming.
2. Economic order quantity (EOQ).
3. Program evaluation and review technique 
(PERT).
4. Regression analysis.
1974
1975
1976
Total
97
$ $
$ $
$ $
Examination Questions — November 1976
The following is the complete set of financial state­
ments prepared by Oberlin Corporation:
Oberlin Corporation 
STATEMENT OF EARNINGS AND 
RETAINED EARNINGS
For the Fiscal Year Ended August 31. 1976
Number 7 (Estimated time----- -20 to 30 minutes)
Sales
Less returns and allowances 
Net sales
Less cost of goods sold 
Gross margin 
Less:
Selling expenses 
General and administrative 
expenses (Note 1)
Operating earnings 
Add other revenue:
Purchase discounts 
Gain on increased value of 
investments in real estate 
Gain on sale of treasury stock 
Correction of error in last 
year’s statement
Ordinary earnings 
Add extraordinary item — gain 
on sale of fixed asset
Earnings before income tax 
Less income tax expense
Net earnings
Add beginning retained earn­
ings
Less:
Dividends (12 % stock 
dividend declared but not 
yet issued)
Contingent liability (Note 4)
Ending unappropriated retained 
earnings
$3,500,000
35,000
3,465,000
1,039,000
2,426,000
$1,000,000
1,079,000 2,079,000 
347,000
10,000
100,000
200,000
90,000 400,000
747,000
53,000
800,000
380,000
420,000
2,750,000
3,170,000
120,000
300,000
$2,750,000
Oberlin Corporation 
STATEMENT OF FINANCIAL POSITION
August 31, 1976
Assets
Current Assets 
Cash
Accounts receivable, net 
Inventory
Total current assets 
Other Assets
$ 80,000 
110,000 
130,000
$ 320,000
Land and building, net 4,000,000 
Investments in real estate
(current value) 1,508,000 
Investment in Gray, Inc., at cost
(Note 2) 160,000
Goodwill (Note 3) 250,000
Discount on bonds payable 42,000
Total other assets
Total assets
5,960,000
$6,280,000
Liabilities and Stockholders Equity
Current Liabilities
Accounts payable 
Income taxes payable 
Stock dividend payable
Total current liabilities
Other Liabilities
Due to Grant. Inc. (Note 4) 
Liability under employee pen­
sion plan 
Bonds payable (including por­
tion due within one year) 
Deferred taxes
Total other liabilities
Total liabilities
Stockholders' Equity 
Common stock
Paid-in capital in excess of par 
Unappropriated retained 
earnings
Total stockholders’ equity
Total liabilities and stock­
holders’ equity
$ 140,000
320,000
120,000
$ 580,000
300,000
450,000
1,000,000
58,000
1,808,000
2,388,000
1,000,000
142,000
2,750,000
3,892,000
$6,280,000
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Footnotes to the Financial Statements
1. Depreciation expense is included in general 
and administrative expenses. During the fiscal 
year, the Company changed from the straight-line 
method of depreciation to the sum-of-the-years’-digits 
method.
2. The company owns 40% of the outstanding 
stock of Gray, Inc. Because the ownership is less than 
50%, consolidated financial statements with Gray can­
not be presented.
3. As per federal income tax laws, goodwill is not 
amortized. The goodwill was “ acquired” in 1973.
4. The amount due to Grant, Inc., is contingent 
upon the outcome of a lawsuit which is currently 
pending. The amount of loss, if any, is not expected to 
exceed $300,000.
Required:
Identify and explain the deficiencies in the presen­
tation of Oberlin’s financial statements. There are no 
arithmetical errors in the statements. Organize your 
answer as follows:
a. Deficiencies in the statement of earnings and 
retained earnings.
b. Deficiencies in the statement of financial posi­
tion.
c. General comments.
If an item appears on both statements, identify the 
deficiencies for each statement separately.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE — PART I
May 4 ,  1977; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
N o. 1
No. 2 
No. 3 
No. 4 
No. 5
Total
40 50
40 50
50 60
40 50
50 60
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place 
them immediately following the question to which 
they relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top 
left corner. All fourteen-column sheets should then 
be wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language will 
be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate space on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Number 1 (Estimated time----- -40 to 50 minutes)
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97. a. c. :::::::::: d.
Items to be Answered
1. On January 1, 1973, Trail Co., purchased a 
machine (its only depreciable asset) for $150,000. The 
machine has a five-year life, and no salvage value. 
Sum-of-the-years’-digits depreciation has been used for 
both financial statement reporting and income tax 
reporting.
Effective January 1, 1976, for financial statement 
reporting but not for income tax reporting, Trail 
decided to change to the straight-line method for 
depreciation of the machine. Assume that Trail can 
justify the change.
Trail’s income before depreciation, before income 
taxes, and before the cumulative effect of the account­
ing change (if any), for the year ended December 31,
1976, is $100,000. The income tax rate for 1976, as well 
as for the years 1973-1975, is 50%. What amount 
should Trail report as net income for the year ended 
December 31, 1976?
a. $20,000.
b. $35,000.
c. $50,000.
d. $65,000.
2. The Blazer Company began operations on January
1, 1975. Depreciation for the year ended December 31,
1975, amounted to $120,000. Additional information 
was obtained during 1976 and, effective January 1,
1976, Blazer extended the estimated useful lives for 
certain of its property, plant and equipment. Based on 
these new useful lives, depreciation for the year ended 
December 31 , 1976, amounted to $100,000. If these new 
useful lives had been used in 1975, depreciation for the 
year ended December 31, 1975, would have been 
$90,000.
Blazer’s income before depreciation, before in­
come taxes, and before the cumulative effect of the 
accounting change (if any), for the year ended 
December 31, 1976, is $200,000. The income tax rate 
for 1975 and 1976 is 50%. What amount should Blazer 
report as net income for the year ended December 31, 
1976?
a. $35,000.
b. $50,000.
c. $65,000.
d. $80,000.
3. On January 2, 1976, Malt Corporation sold equip­
ment costing $100,000 with accumulated depreciation 
of $25,000 to its wholly-owned subsidiary, Pacer Inc. 
The selling price was $90,000. Malt was depreciating 
the equipment on the straight-line method over twenty 
years with no salvage. Pacer continued this deprecia­
tion. What are the cost and accumulated depreciation, 
respectively, of this equipment in the December 31,
1976, consolidated balance sheet?
a. $75,000 and $3,750.
b. $90,000 and $4,500.
c. $90,000 and $29,500.
d. $100,000 and $30,000.
4. The Marvin Company has a receivable from a 
foreign customer which is payable in the local currency 
of the foreign customer. The amount receivable for
900,000 local currency units (LCU), has been translated 
into $315,000 on Marvin’s December 31, 1975, balance 
sheet. On January 15, 1976, the receivable was col­
lected in full when the exchange rate was 3 LCU to $1. 
What journal entry should Marvin make to record the 
collection of this receivable?
Debit Credit
a. Cash $300,000
Accounts receivable $300,000
b. Cash 300,000
Exchange loss 15,000
Accounts receivable 315,000
c. Cash 300,000
Deferred exchange loss 15,000
Accounts receivable 315,000
d. Cash 315,000
Accounts receivable 315,000
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Items 5 and 6 are based on the following informa­
tion:
The Nugget Company’s balance sheet on 
December 31, 1976, is as follows:
Assets
Cash
Accounts receivable 
Inventories 
Property, plant and 
equipment
Liabilities and 
Stockholders' Equity
Current liabilities 
Long-term debt
Common stock (par $1 per share) 
Additional paid-in capital 
Retained earnings
$ 100,000 
200,000
500,000
900,000 
$1,700,000
$ 300,000
500,000
100,000 
200,000 
600,000
$1,700,000
On December 31, 1976, the Bronc Company purchased 
all of the outstanding common stock of Nugget for 
$1,500,000 cash. On that date, the fair (market) value 
of Nugget’s inventories was $450,000 and the fair 
value of Nugget’s property, plant and equipment was 
$1,000,000. The fair values of all other assets and 
liabilities of Nugget were equal to their book values.
7. The Tam Company’s net income for the year 
ended December 31, 1976, was $10,000. During 1976, 
Tam declared and paid $1,000 cash dividends on 
preferred stock and $1,750 cash dividends on common 
stock.
At December 31, 1976, 12,000 shares of common 
stock were issued and outstanding, 10,000 of which 
had been issued and outstanding throughout the year 
and 2,000 of which were issued on July 1, 1976. There 
were no other common stock transactions during the 
year, and there is no potential dilution of earnings per 
share. What should be the 1976 earnings per common 
share of Tam, rounded to the nearest penny?
a. $.75.
b. $.82.
c. $.90.
d. $1.00.
8. At December 31, 1975, the Hillery Company had
2,000,000 shares of common stock outstanding. On 
January 1 , 1976, Hillery issued 1,000,000 shares of con­
vertible preferred stock which were considered 
common stock equivalents at the time of their issuance. 
During 1976, Hillery declared and paid $2,000,000 cash 
dividends on the common stock and $1,000,000 cash 
dividends on the preferred stock. Net income for the 
year ended December 31, 1976, was $9,000,000. 
Assuming an income tax rate of 50%, what should be 
earnings per share for the year ended December 31, 
1976?
a. $3.00.
b. $4.00.
c. $4.25.
d. $4.50.
5. As a result of the acquisition of Nugget by Bronc, 
the consolidated balance sheet of Bronc and Nugget 
should reflect goodwill in the amount of
a. $500,000.
b. $550,000.
c. $600,000.
d. $650,000.
6. Assuming that the balance sheet of Bronc (uncon­
solidated) at December 31, 1976, reflected retained 
earnings of $2,000,000, what amount of retained 
earnings should be shown in the December 31,1976, 
consolidated balance sheet of Bronc and its new sub­
sidiary, Nugget?
a. $2,000,000.
b. $2,600,000.
c. $2,800,000.
d. $3,150,000.
Items 9 and 10 are based on the following informa­
tion:
Selected data of the Islander Company is as 
follows:
• Balance sheet data:
December 31,
1976 1975
Accounts receivable $500,000 $470,000
Allowance for doubtful 
accounts ( 25,000) ( 20,000)
Net accounts receivable $475,000 $450,000
Inventories, lower of 
cost or market $600,000 $550,000
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• Income statement 
data: Year ended December 31,
1976 1975
Net credit sales $2,500,000 $2,200,000
Net cash sales 500,000 400,000
Net sales $3,000,000 $2,600,000
Cost of goods sold $2,000,000 $1,800,000
Selling, general and adminis­
trative expenses 300,000 270,000
Other 50,000 30,000
Total operating expenses $2,350,000 $2,100,000
9. What is the accounts receivable turnover for 
1976?
a. $2,350,000 ÷ $462,500.
b. $2,500,000 ÷  $462,500.
c. $2,500,000 ÷  $475,000.
d. $3,000,000 ÷ $485,000.
10. What is the inventory turnover for 1976?
a. $2,000,000 ÷ $575,000.
b. $2,350,000 ÷  $600,000.
c. $2,800,000 ÷ $575,000.
d. $3,000,000 ÷ $575,000.
Items 11 and 12 are based on the following in­
formation:
On January 1, 1976, Tom Kat, Inc., purchased 
25% of the outstanding shares of stock of Carmel for 
$115,000 cash. The investment will be accounted for by 
the equity method. On that date, Carmel’s net assets 
(book and fair value) were $300,000. Tom Kat has 
determined that the excess of the cost of its investment 
in Carmel over its share of Carmel’s net assets has an 
indeterminate life.
Carmel’s net income for the year ended December
31, 1976, was $50,000. During 1976, Tom Kat received 
$5,000 cash dividends from Carmel. There were no 
other transactions between the two companies.
11. On January 1, 1976, the investment in Carmel 
would be recorded on Tom Kat’s books at
a. $75,000.
b. $85,000.
c. $115,000.
d. $155,000.
12. Ignoring income taxes, Tom Kat’s income state­
ment for the year ended December 31, 1976, should 
include “ equity in 1976 net income of Carmel” in the 
amount of
a. $7,500.
b. $11,500.
c. $12,500.
d. $13,500.
13. On January 1, 1976, Perry Inc., paid property 
taxes on its plant for the calendar year 1976 amounting 
to $40,000. In March 1976, Perry made its annual major 
repairs to its machinery amounting to $120,000. These 
repairs will benefit the entire calendar year’s 
operations. How should these expenses be reflected in 
Perry’s quarterly income statements?
Three Months Ended
March June September December
31,1976 30,1976 30, 1976 31,1976
a. $ 22,000 $46,000 $46,000 $46,000
b. $ 40,000 $40,000 $40,000 $40,000
c. $ 70,000 $30,000 $30,000 $30,000
d. $160,000 $0 $0 $0
14. An inventory loss from market decline of $420,000 
occurred in April 1976. The Manny Company recorded 
this loss in April 1976 after its March 31, 1976, 
quarterly report was issued. None of this loss was 
recovered by the end of the year. How should this loss 
be reflected in Manny’s quarterly income statements?
Three Months Ended
a.
b.
c.
d.
March 
31, 1976
$0
$0
$0
$105,000
June September December
30, 1976 3 0 , 1976 31, 1976
$0 $0 $420,000
$140,000 $140,000 $140,000
$420,000. $0 $0
$105,000 $105,000 $105,000
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15. The Town of Newbold General Fund issued 
purchase orders to vendors and suppliers of $630,000. 
Which of the following entries should be made to record 
this transaction?
Debit Credit
a. Encumbrances
Reserve for encum­
brances
b. Expenditures
Vouchers payable
c. Expenses
Accounts payable
d. Reserve for encum­
brances
Encumbrances
$630,000
630,000
630,000
630,000
$630,000
630,000
630,000
630,000
16. The Town of Boyd Electric Utility Fund, which is 
an enterprise fund, had the following:
Prepaid insurance paid in December 1976 $ 43,000 
Depreciation for 1976 129,000
Provision for doubtful accounts for 1976 14,000
What amount should be reflected in the statement 
of revenues and expenses (income statement) of the 
Town of Boyd Electric Utility Fund for the above items?
a. $(43,000).
b. $0.
c. $129,000.
d. $143,000.
Items 17 and 18 sire based on the following in­
formation:
In 1972, Mount Hope Inc., purchased a machine 
for $1,000. The machine has a ten-year life, and no 
salvage value. Mount Hope prepares supplemental 
general price-level financial statements (financial 
statements restated for changes in the general pur­
chasing power of the dollar), as recommended by APB
Statement No. 3. Indexes of the general price level 
appropriate for use in preparing those financial state­
ments are as follows:
Year
1972
1973
1974
1975
1976
Index
(1958=100)
148
159
175
181
185
17. What amount should be reflected as depreciation 
for this machine in Mount Hope’s general price-level 
income statement for the year ended December 31, 
1976?
a. $100 x 181 ÷ 185.
b. $100.
c. $100 X 185 ÷ 181.
d. $100 X 185 ÷  148.
18. What amount should be reflected for this 
machine, before accumulated depreciation in Mount 
Hope’s general price-level balance sheet at December
31, 1976?
a. $1,000 X 181 ÷ 185.
b. $1,000.
c. $1,000 X 185 ÷ 181.
d. $1,000x 185 ÷  148.
19. In 1973, the Della Company incurred $1,000,000 
of research and development costs. For income tax 
reporting, the costs were charged to expense in 
1973.For financial statement reporting, the costs were 
capitalized, to be amortized equally in 1973 and the 
following four years. There were no previously 
capitalized research and development costs on Della’s 
books at January 1, 1973.
Della’s income tax rate is 50%, and the only 
difference between its books and its income tax returns 
for 1973 and 1974 relates to the 1973 research and 
development costs. Assuming that Della followed the 
tenets of FASB Statement No. 2, “ Accounting for 
Research and Development Costs” when it was issued 
in 1974, by what amount should Della’s 1976 net 
income decrease as a result of the research and 
development costs?
a.
b.
c.
d.
$0 .
$100,000. 
$200,000.
$500,000.
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Instructions
Select the best answer for each of the following 
items relating to a variety of managerial-accounting 
and quantitative-methods problems. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on 
the separate printed answer sheet to indicate your 
answer. Mark  only one answer for each item. Answer 
all items. Your grade will be based on your total correct 
answers.
Items to be Answered
Items 20 and 21 are based on the following 
information:
The Gravina Company is planning to spend $6,000 
for a machine which it will depreciate on a straight-line 
basis over a ten-year period. The machine will generate 
additional cash revenues of $1,200 a year. Gravina will 
incur no additional costs except for depreciation. The 
income tax rate is 50%.
Number 2 (Estimated time----- -40 to 50 minutes)
20. What is the pay-back period? 
a. 3.3 years.
b. 4.0 years.
c. 5.0 years.
d. 6.7 years.
21. What is the accounting (book-value) rate of return 
on the initial increase in required investment?
a. 5%.
b. 10%.
c. 15%.
d. 20%.
22. Davis Corporation had the following transactions 
in 1976, their first year of operations:
Sales (90% collected in 1976) $1,500,000
Bad debt write-offs 60,000
Disbursements for costs and expenses 1,200,000
Disbursements for income taxes 90,000
Purchases of fixed assets 400,000
Depreciation on fixed assets 80,000
Proceeds from issuance of common stock 500,000
Proceeds from short-term borrowings 100,000
Payments on short-term borrowings 50,000
What is the cash balance at December 31,1976?
a. $150,000.
b. $170,000.
c. $210,000.
d. $280,000.
23. Cargain Company has noticed that more spoiled 
units seem to occur in their manufacturing process on 
Monday than on any other day of the week. The plant is 
closed on Saturday and Sunday. If appropriate data to 
determine the relationship between spoiled units and 
the day of the week are collected, the resultant number
a. Provides a measure of the extent to which the 
day of the week accounts for the variability 
in the spoiled units.
b. Provides a measure of the extent to which the 
spoiled units account for the variability in 
the day of the week.
c. Establishes that one variable is the cause of 
another variable.
d. Establishes that the day of the week is the 
cause of the spoiled units.
24. Information concerning Label Corporation’s Pro­
duct A is as follows:
Sales
Variable costs 
Fixed costs
$300,000 
$240,000 
$ 40,000
Assuming that Label increased sales of Product A by 
20%, what should the net income from Product A be?
a. $20,000.
b. $24,000.
c. $32,000.
d. $80,000.
25. Dallas Corporation wishes to market a new 
product for $1.50 a unit. Fixed costs to manufacture this 
product are $100,000 for less than 500,000 units and 
$150,000 for 500,000 or more units. The contribution 
margin is 20%. How many units must be sold to realize 
net income from this product of $100,000?
a. 333,333.
b. 500,000.
c. 666,667.
d. 833,333.
26. Jarvis Co. has fixed costs of $200,000. It has two 
products that it can sell, Tetra and Min. Jarvis sells 
these products at a rate of 2 units of Tetra to 1 unit of 
Min. The contribution margin is $1 per unit for Tetra 
and $2 per unit for Min. How many units of Min would 
be sold at the breakeven point?
a. 44,444.
b. 50,000.
c. 88,888.
d. 100,000.
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Items 27 and 28 are based on the following in­
formation:
Heslin, Inc., invested in a machine with a useful 
life of five years and no salvage value. The machine was 
depreciated using the straight-line method. The annual 
cash inflow from operations, net of income taxes, was 
$1,000. The present value of an ordinary annuity of $1 
in arrears for five periods at 12% is 3.605. The present 
value of $1 for five periods at 12% is 0.567.
27. Assuming that Heslin used a time-adjusted rate of 
return of 12%, what was the amount of the original 
investment?
a. $2,835.
b. $3,605.
c. $4,400.
d. $5,670.
28. Assuming that the minimum desired rate of 
return on this investment were 12% and the amount of 
the original investment were $3,500, what would be the 
net present value, rounded to the nearest dollar?
a. $0.
b. $105.
c. $198.
d. $567.
31. A scatter chart depicting the relationship between 
sales and salesmen’s automobile expenses is set forth 
below:
Sales
$20,000 
$15,000 
$10,000 
$ 5,000
• • 
• • • • •
• •
• •
• •
$50 $100 $150 $200 
Salesmen’s automobile expenses
What can we deduce from the chart about the 
relationship between sales and salesmen’s automobile 
expenses?
a. A high degree of linear correlation.
A high degree of nonlinear correlation.
No apparent correlation.
Both sales and salesmen’s automobile ex­
penses are independent variables.
b.
c.
d.
Items 32 and 33 are based on the following in­
formation:
Items 29 and 30 are based on the following in­
formation:
Brady Sporting Goods Incorporated buys baseballs 
at $20 per dozen from its wholesaler. Brady will sell
36,000 dozen baseballs evenly throughout the year. 
Brady desires a 10% return on its inventory invest­
ment. In addition, rent, insurance, taxes, etc., for each 
dozen baseballs in inventory is $0.40. The adminis­
trative cost involved in handling each purchase order is 
$10.
29. What is the economic order quantity?
a. Approximately 448.
b. Approximately 500.
c. Approximately 548.
d. Approximately 600.
30. Assuming that Brady ordered in order sizes of 800 
dozen evenly throughout the year, what would be the 
total annual inventory expenses to sell 36,000 dozen 
baseballs?
a. $1,315.
b. $1,320.
c. $1,338.
d. $1,410.
Data on Goodman Company’s direct-labor costs is 
given below:
Standard direct-labor hours 30,000
Actual direct-labor hours 29,000 
Direct-labor usage (efficiency)
variance-favorable $ 4,000 
Direct-labor rate variance-
favorable $ 5,800
Total payroll $110,200
32. What was Goodman’s actual direct-labor rate?
a. $3.60.
b. $3.80.
c. $4.00.
d. $5.80.
33. What was Goodman’s standard direct-labor rate?
a. $3.54.
b. $3.80.
c. $4.00.
d. $5.80.
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34. Jarvis wants to invest equal semi-annual pay­
ments in order to have $10,000 at the end of 20 years. 
Assuming that Jarvis will earn interest at an annual 
rate of 6% compounded semiannually, how would the 
periodic payment be calculated?
$10,000 divided by the future amount of an 
ordinary annuity of 40 payments of $1 each 
at an interest rate of 3% per period.
$10,000 divided by the present value of an 
ordinary annuity of 40 payments of $1 each 
at an interest rate of 3% per period.
The future amount of an ordinary annuity of
20 payments of $1 each at an interest rate of 
6% per period divided into $10,000.
The present value of an ordinary annuity 
of 40 payments of $1 each at an interest rate 
of 3% per period divided by $10,000.
a.
b.
c.
d.
35. On May 1, 1977, Charles bought a car for $200 
down and $100 a month, due on the first 
day of each month, for 24 months. Assuming 
that Charles will pay interest at an annual rate of 12% 
compounded monthly, how would the cash price of the 
car be calculated?
$100 multiplied by the future amount of an 
annuity due of 24 payments of $1 each at an 
interest rate of 1% per period.
$200 +  ($100 multiplied by the future amount 
of an annuity due of 24 payments of $1 each 
at an interest rate of 1% per period).
$200 +  ($100 multiplied by the present 
value of an annuity due of 24 payments of $1 
each at an interest rate of 1% per period). 
The present value of an annuity due of 24 pay­
ments of $1 each at an interest rate of 1% 
per period divided by $200.
a.
b.
c.
d.
Items 36 and 37 are based on the following in­
formation:
On April 1, 1977, the Collins Company had 6,000 
units of work in process in Department B, the second 
and last stage of their production cycle. The costs 
attached to these 6,000 units were $12,000 of costs 
transferred in from Department A, $2,500 of material 
costs added in Department B and $2,000 of conversion 
costs added in Department B. Materials are added in 
the beginning of the process in Department B. 
Conversion was 50% complete on April 1, 1977. During 
April, 14,000 units were transferred in from 
Department A at a cost of $27,000; and material costs of 
$3,500 and conversion costs of $3,000 were added in 
Department B. On April 30,1977, Department B had
5,000 units of work in process 60% complete as to 
conversion costs. The costs attached to these 5,000 
units were $10,500 of costs transferred in from 
Department A, $1,800 of material costs added in 
Department B and $800 of conversion costs added in 
Department B.
36. Using the weighted-average method, what were 
the equivalent units for the month of April?
Transferred 
in from
Department A Materials Conversion
a. 15,000 15,000 15,000
b. 19,000 19,000 20,000
c. 20,000 20,000 18,000
d. 25,000 25,000 20,000
37. Using the weighted-average method, what was 
the cost per equivalent unit for conversion costs?
a. $4,200 ÷ 15,000.
b. $5,800 ÷  18,000.
c. $5,800 ÷ 20,000.
d. $5,000 ÷  18,000.
Number 3 (Estimated time- - 50 to 60 minutes)
Rite Manufacturing Corporation has engaged your 
firm to compute its federal taxable income for the year 
ended December 31, 1976. The following statement of 
income and expenses for the year ended December 31, 
1976, was prepared by Rite’s bookkeeper.
Net sales 
Cost of sales
Gross margin 
Operating expenses: 
Selling, general and 
administrative 
Depreciation re­
corded for year 
Other
Total operating 
expenses
Operating income 
Other income 
Other expense
Income before income 
taxes
$8,900,000
5,700,000
1,900,000
21,440
427,000
113,750
121,900
$3,200,000
2,348,440
851,560
(8,150) 
$ 843,410
The following additional information is available:
• An analysis of ‘‘Other Income” is as follows:
Proceeds of term life insurance policy 
on life of officer who died in 1976 
(total premiums paid in prior years 
by Rite were $2,100)
Gain on sale of die casting machine 
Gain on exchange of land for Rite’s 
own common stock 
Cash dividends received on invest­
ment in Blend Corporation
$100,000
6,750
4,000
3,000 
$113,750
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• An analysis of “ Other Expenses ” is as follows: An analysis of the account “ Allowance for Uncollectible 
Accounts” disclosed the following information:
Contributions to various recognized 
charitable organizations 
Payment of estimated federal income 
tax
Payment of state franchise tax 
Loss on sale of marketable securities 
purchased on December 29 , 1974, 
and sold on March 1 , 1976 
Loss on sale of 10 shares of treasury 
stock purchased in 1974 for $2,600 
and sold in 1976 for $1,900
$ 80,000
25,000
14,500
1,700
700
$121,900
• Rite owned a tract of land that was undevel­
oped. The land was acquired in 1970 at a cost of 
$16,000. On March 1, 1976, it exchanged the land for 
800 shares of its own common stock (par value $20 per 
share) having a fair market value of $20,000. In 
recording this transaction, Rite recorded a gain on the 
exchange of $4,000 and credited this amount to the 
account “ Other Income.”
• Rite owns 15% of the outstanding common 
stock of Blend Corporation, an unaffiliated domestic 
corporation. During 1976, Rite received $3,000 as 
dividends on its investment in Blend.
• Rite uses the direct write-off method for bad 
debts for income tax purposes. The monthly standard 
journal entries include a $600 provision for bad debts.
Balance at January 1 , 1976 
Monthly provisions 
Write-offs during 1976 
Less recoveries of 1975 
write-offs 
Balance at December 31,1976
$7,800
900
$18,000
7,200
6,900
$18,300
• Your review of prior year income tax returns 
disclosed that Rite has no net operating loss carryover 
and that the revenue agent’s examination of Rite’s 1975 
income tax return resulted in the disallowance of a 
$3,800 expense deduction for rewiring a section of the 
factory building on July 1, 1975. Electrical wiring has 
an estimated life of ten years and a half year’s 
depreciation was allowed for 1975. The disallowance 
was not recorded in the accounts.
• On January 2, 1976, Rite sold a die casting 
machine for $21,000. The machine was acquired on July 
1, 1973, at a cost of $19,000 and had an adjusted basis 
on January 2, 1976, of $14,250.
• On July 1, 1976, a new grinding machine was 
purchased for $29,000. It was decided to take the 
additional first-year 20% depreciation. Depreciation 
was to be computed by the straight-line method over a 
ten-year life. Salvage value was estimated to be $1,000.
• The depreciation schedule of Rite’s 1975 
income tax return is reproduced below:
Description o f Property
Miscellaneous equipment 
Factory building 
Forming machine 
Trucks
Die casting machine 
Shaping machine
Cost or Date
$274,400
Depreciation 
Allowed or Method o f
Allowable in Computing Depreciation
Other Basis Acquired Prior Years Depreciation Life for 1975
$ 80,000 7/1/69 $44,000 S/L 10 years $ 8,000
135,000 7/1/69 16,500 S/L 45 years 3,000
12,000 7/1/72 3,000 S/L 10 years 1,200
8,800 7/1/72 5,500 S/L 4 years 2,200
19,000 7/1/73 2,850 S/L 10 years 1,900
19,600 7/1/75 - S/L 10 years 980
$17,280
Required:
Prepare a schedule, beginning with income before 
income taxes of $843,410, computing the federal 
taxable income of Rite for the year ended December 31, 
1976. Provide supporting schedules for depreciation 
and long-term capital gains and losses. Show other 
supporting computations in separate schedules as 
necessary. Any possible alternative treatments should 
be resolved in a manner that will minimize taxable 
income for 1976.
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Number 4 consists of three unrelated parts.
Part a. Current conditions warrant that the 
Austin Company have a quasi-reorganization (cor­
porate readjustment) at December 31, 1976. Selected 
balance sheet items prior to the quasi-reorganization 
(corporate readjustment) are as follows:
• Inventory was recorded in the accounting 
records at December 31, 1976, at its market value of 
$3,000,000.
• Property, plant, and equipment was recorded 
in the accounting records at December 31, 1976, at 
$6,000,000 net of accumulated depreciation.
• Stockholders’ equity consisted of:
Common stock, par value $10 per 
share; authorized, issued, and
outstanding 350,000 shares $3,500,000
Additional paid-in capital 800,000
Retained earnings (deficit) (450,000)
Total stockholders’ equity $3,850,000
Number 4 (Estimated time ——40 to 50 minutes)
Additional information is as follows:
• Inventory cost at December 31, 1976, was 
$3,250,000.
• Property, plant, and equipment had a fair value 
of $4,000,000.
• The par value of the common stock is to be 
reduced from $10 per share to $5 per share.
Required:
Prepare the stockholders’ equity section of the 
Austin Company’s balance sheet at December 3 1 , 1976, 
as it should appear after the quasi-reorganization (cor­
porate readjustment) has been accomplished. Show 
supporting computations in good form. Ignore income 
tax and deferred tax considerations.
Part b. The partnership of Gary, Jerome, and 
Paul was formed on January 1, 1976. The original 
investments were as follows:
Gary
Jerome
Paul
$ 80,000 
$120,000 
$180,000
According to the partnership agreement, net income or 
loss will be divided among the respective partners as 
follows:
• Salaries of $12,000 for Gary, $10,000 for 
Jerome, and $8,000 for Paul.
• Interest of 8% on the average capital balances 
during the year of Gary, Jerome, and Paul.
• Remainder divided equally.
Additional information is as follows:
• Net income of the partnership for the year 
ended December 31, 1976, was $70,000.
• Gary invested an additional $20,000 in the 
partnership on July 1, 1976.
• Paul withdrew $30,000 from the partnership 
on October 1, 1976.
• Gary, Jerome, and Paul made regular 
drawings against their shares of net income during 
1976 of $10,000 each.
Required:
1. Prepare a schedule showing the division of net 
income among the three partners. Show supporting 
computations in good form.
2. Prepare a schedule showing each partner’s 
capital balance at December 31, 1976. Show supporting 
computations in good form.
Part c. On January 1, 1976, Peters, Inc. issued
200,000 additional shares of its voting common stock in 
exchange for 100,000 shares of Clarkin Company’s 
outstanding voting common stock in a business com­
bination appropriately accounted for by the pooling of 
interests method. The market value of Peters’ voting 
common stock was $40 per share on the date of the 
business combination. The balance sheets of Peters and 
Clarkin immediately before the business combination 
contained the following information:
Peters, Inc.:
Common stock, par value $5 per share; 
authorized 1,000,000 shares; issued 
and outstanding 600,000 shares $ 3,000,000 
Additional paid-in capital 6,000,000
Retained earnings 11,000,000
Total stockholders’ equity $20,000,000
Clarkin Company:
Common stock, par value $10 per share; 
authorized 250,000 shares; issued and 
outstanding 100,000 shares $1,000,000
Additional paid-in capital 2,000,000
Retained earnings 4,000,000
Total stockholders’ equity $7,000,000
Additional information is as follows:
• Net income for the year ended December 31, 
1976, was $1,150,000 for Peters and $350,000 for 
Clarkin.
• During 1976, Peters paid $900,000 in dividends 
to its stockholders and Clarkin paid $210,000 in 
dividends to Peters.
Required:
Prepare the consolidated stockholders’ equity 
section of the balance sheet of Peters, Inc., and its 
subsidiary, Clarkin Company at December 31, 1976. 
Provide a supporting schedule for retained earnings. 
Ignore income tax and deferred tax considerations.
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The Putnam Company owned marketable secu­
rities at December 31, 1975, which were appropriately 
recorded as current assets as follows:
December
31, 1975
Number 5 (Estimated time----- -50 to 60 minutes)
Bart Corporation, 500 shares of $200 par 
value 6% cumulative preferred stock, at 
cost (market value $240,000) $110,000
Behrend Corp., 1,000 shares of $3 no-par 
convertible preferred stock, at cost 
(market value $230,000) 225,000
Bella Company, 10,000 shares of common 
stock, at cost (market value $250,000) 200,000
Chockey, Inc., 3,000 shares of common 
stock, at cost (market value $92,000) 90,000
Dempsey Co., 4,000 shares of common 
stock, at cost (market value $25,000) 24,000
Total marketable securities $649,000
Putnam appropriately recorded cash surrender 
value of life insurance carried on the president of 
Putnam’s life of $42,000 at December 31, 1975.
During 1976, the following transactions occurred:
• Bart Corporation could not pay dividends on 
preferred stock in 1976 due to adverse business 
conditions. The market value of the stock was $120,000 
at December 31, 1976.
• Behrend Corp., issues cash dividends once a 
year to stockholders of record on May 31. The cash was 
received on June 10, 1976. On June 15, 1976, Putnam 
converted 500 shares of Behrend Corp., $3 no-par 
convertible preferred stock into 1,000 shares of 
Behrend Corp., common stock which had a market 
value of $114,000 at the date of the conversion and 
$116,000 at December 31, 1976. The market value of 
the remaining $3 no-par convertible preferred stock 
was $117,000 at December 31, 1976.
• Bella Company issued a 10% stock dividend in 
1976. The market value of the common stock at 
December 31, 1976, was $24 per share.
• Chockey, Inc., effected a 2 for 1 stock split in 
1976. The market value of the stock at December 31, 
1976, was $91,000.
• Dempsey Co., issued cash dividends to stock­
holders of record on March 31 , 1976, and June 30 , 1976,
of $0.30 per share at each date. The cash was received 
on April 15, 1976, and July 15, 1976, respectively. On 
July 4, 1976, Putnam sold all of its shares of Dempsey 
for $7 per share.
• In January 1976, premiums for the six months 
ended June 30, 1976, of $2,500 were paid on the 
president of Putnam’s $100,000 life insurance policy. 
During this six-month period, the cash surrender value 
of the policy increased $1,300. The president of Putnam 
died on July 1 ,  1976, and Putnam received the proceeds 
from the insurance policy shortly thereafter.
• On June 1, 1976, Putnam purchased 300 of the 
$1,000 face value, 8% bonds of Gilch Incorporated for 
$330,000. This amount includes the appropriate 
accrued interest. The bonds pay interest semiannually 
on April 1 and October 1 and they mature on October 1, 
1984. Putnam uses the straight-line method of 
amortization. The bonds were appropriately recorded 
as a long-term investment. The market value of the 
bonds was $332,000 at December 31, 1976.
• On October 1 , 1976, Putnam purchased 100,000 
shares representing 40% of the outstanding stock of 
Neville Company for cash of $1,600,000 when the 
underlying equity in net assets of 40% of Neville was 
$1,200,000. Putnam amortizes goodwill over a 
forty-year period with a full year’s amortization taken in 
the year of the purchase. As a result of this transaction, 
Putnam has the ability to exercise significant influence 
over the operating and financial policies of Neville. The 
net income for Neville for the three months ended 
December 31, 1976, was $90,000 and for the year ended 
December 31, 1976, was $170,000. On December 1, 
1976, Putnam made a long-term loan to Neville of 
$500,000. The market value of the stock was $1,605,000 
at December 31, 1976. On January 20, 1977, cash 
dividends of $0.20 per share were paid to stockholders 
of record on December 31, 1976.
Required:
a. Prepare a schedule of the balance in market­
able securities at December 31 , 1976, for Putnam. Show 
supporting computations in good form.
b. Prepare a schedule of the balance in long-term 
investments at December 31, 1976, for Putnam. Show 
supporting computations in good form.
c. List, and compute the amounts of the above 
transactions that affect the income statement of 
Putnam. Ignore income tax and deferred tax considera­
tions in your answer. Show supporting computations in 
good form.
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Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING PRACTICE — PART I
May 5, 1977, 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
Total
40 50
50 60
40 50
40 50
50 60
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place 
them immediately following the question to which 
they relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top 
left corner. All fourteen-column sheets should then 
be wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Nmnber 1 (Estimated time----- -40 to  50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of fi nancial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate space on the separate printed 
answer sheet to indicate your answer. Mark  only one 
answer for each Item. Answer all items. Your grade 
will be based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97. a. d.
Items to be Answered
1. The Chance Company, a holding company, has 
two operating subsidiaries; one manufacturing wheel­
barrows and the other manufacturing toothbrushes. 
The wheelbarrow subsidiary has been unprofitable, 
and in late December 1975, Chance contracted to sell 
that subsidiary to another company for $60,000. The 
sale will be effective on April 1, 1976. Chance will 
continue to operate the wheelbarrow subsidiary 
during the first three months of 1976, even though 
those operations are expected to result in a $10,000 
loss (before income taxes) during that period.
At December 31, 1975, the carrying amount of 
Chance’s investment in the wheelbarrow subsidiary 
is $100,000. Both the $40,000 loss on the sale of the 
investment and the $10,000 operating loss will be 
deductible on Chance’s 1976 income tax return, 
resulting in an anticipated tax savings of $25,000 at 
an assumed 50% tax rate.
Chance’s statement of income for its year ended 
December 31, 1975, should include a “ loss on disposal 
of wheelbarrow subsidiary, net of applicable income 
tax benefit” in the amount of
a. $0. 
b. $20,000.
c. $25,000.
d. $30,000.
2. On January 1, 1976, The Anson Company leased 
a machine to Scovil Company. The lease was for a 10 
year period, which approximated the useful life of 
the machine. Anson purchased the machine for 
$80,000 and expects to earn a 10% return on its 
investment, based upon an annual rental of $11,836 
payable in advance each January 1st.
Assuming that the lease was a financing lease, 
what should be the interest entry on Anson’s books 
on December 31, 1976?
a. Cash $ 3,836
Interest revenue $3,836
b. Unearned interest revenue 6,816
Interest revenue 6,816
c. Cash 8,000
Interest revenue 8,000
d. Cash 11,836
Interest revenue 8,000
Equipment 3,836
3. The December 31, 1975, balance sheet of Buddy 
Corporation includes the following items:
9% bonds payable due December 31 , 1984 $400,000 
Unamortized premium on bonds payable 10,800
The bonds were issued on December 31, 1974, at 103, 
with interest payable on July 1 and December 31 of 
each year.
On March 1, 1976, Buddy retired $200,000 of 
these bonds at 98 plus accrued interest. What should 
Buddy record as a gain on retirement of these bonds?
a. $5,300.
b. $5,900.
c. $9,300.
d. $10,800.
4. The stockholders’ equity section of Larado Corpo­
ration as of December 31, 1975, was as follows:
Common stock, par value $4; authorized
20,000 shares; issued and outstanding
5,000 shares
Capital contributed in excess of par 
Retained earnings
$ 20,000
30,000
60,000
$110,000
On March 1, 1976, the board of directors declared 
a 10% stock dividend, and accordingly 500 additional 
shares were issued. On March 1, 1976, the fair market 
value of the stock was $9 per share. For the two months 
ended February 29, 1976, Larado sustained a net loss 
of $10,000.
What amount should Larado report as retained 
earnings as of March 1, 1976?
a. $45,500.
b. $47,500.
c. $48,000.
d. $50,000.
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5. Raulo Corporation owned 1,000,000 shares of 
marketable equity securities of Sub Corporation. On 
December 31, 1976, when Raulo’s account “ invest­
ment in common stock of Sub Corporation” had a 
carrying value of $8 per share, Raulo distributed these 
shares to its stockholders as a dividend. Raulo origi­
nally paid $10 for each share. Sub has 2,000,000 shares 
issued and outstanding, which are traded on a national 
stock exchange. The quoted market price for a Sub 
share was $4 on the declaration date and $3 on the 
distribution date.
What would be the reduction in Raulo’s stock­
holders’ equity as a result of the above transaction? (Do 
not consider income tax effects.)
a. $3,000,000.
b. $4,000,000.
c. $8,000,000.
d. $10,000,000.
Items 6, 7, and 8 are based on the following infor­
mation:
Two independent companies, Beam and Wall, are 
in the home building business. Each owns a tract of 
land, being held for development, but each company 
would prefer to build on the other’s land. Accordingly 
they agree to exchange their land.
An appraiser was hired, and from his report and 
the companies’ records, the following information 
was obtained:
Beam Wall
Company’s Company's 
Land Land
Cost and book value 
Fair value based upon 
appraisal
$ 80,000 $50,000 
100,000 90,000
The exchange of land was made, and based on 
the difference in appraised fair values, Wall paid 
$10,000 cash to Beam.
6. For financial reporting purposes, Beam would 
recognize a pre-tax gain on this exchange in the 
amount of
a. $0.
b. $2,000.
c. $10,000.
d. $20,000.
7. For financial reporting purposes, Wall would 
recognize a pre-tax gain on this exchange in the 
amount of
a. $0.
b. $10,000.
c. $30,000.
d. $40,000.
8. After the exchange, Beam would record its 
newly acquired land on its books at
a. $70,000.
b. $72,000.
c. $80,000.
d. $92,000.
9. The following information is available for the 
Parker Company:
Credit sales during 1976 $100,000
Allowance for doubtful accounts
at December 31 , 1975 1,200
Accounts receivable deemed worthless
and written off during 1976 1,600
During 1976, Parker estimated that its bad debt 
expense should be 1% of all credit sales.
As a result of a review and aging of accounts 
receivable in early January 1977, it has been 
determined that an allowance for doubtful accounts 
of $1,100 is needed at December 31, 1976.
What amount should Parker record as “bad debt 
expense’' for the year ended December 31, 1976?
a. $500.
b. $1,500.
c. $1,600.
d. $2,100.
10. The Skipper Company, a calendar-year company, 
began operations in 1975 and, for that year, reported 
an operating loss of $140,000. For 1976, the company 
reported operating income (before income taxes) of 
$300,000.
Assuming an income tax rate of 50%, what 
should Skipper record in 1976 as a tax benefit arising 
from the operating loss carryforward?
b. $70,000.
c. $80,000.
d. $150,000.
11. In March 1975, Rocka Company adopted a 
pension plan for its eligible employees. Unfunded 
past service cost was determined to be $7,000,000 and 
this amount will be paid in 10 annual installments of 
$1,000,000 to an outside funding agency administering 
the plan.
Additional information:
Past service cost will be amortized 
over 20 years.
Normal cost for 1975 (remitted 
to funding agency in 1975). $560,000
Amortization of past service cost 
for 1975. 650,000
What is the deferred pension cost for 1975?
a. $350,000.
b. $440,000.
c. $500,000.
d. $560,000.
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12. The Hutch Company sells household furniture. 
Customers who purchase furniture on the installment 
basis make payments in equal monthly installments 
over a two-year period, with no down payment 
required. Hutch’s gross profit on installment sales 
equals 60% of the selling price of the furniture.
For financial accounting purposes, sales revenue 
is recognized at the time the sale is made. For income 
tax purposes, however, the installment method is 
used. There are no other book and income tax 
accounting differences, and Hutch’s income tax rate 
is 50%.
If Hutch’s December 31, 1976, balance sheet 
includes a deferred tax credit of $30,000 arising from 
the difference between book and tax treatment of the 
installment sales, it should also include installment 
accounts receivable of
a. $30,000.
b. $50,000.
c. $60,000.
d. $100,000.
13. The following information is available for 
The Gant Company for 1976:
Freight-in 
Purchase returns 
Selling expenses 
Ending inventory
$ 20,000 
80,000 
200,000 
90,000
The cost of goods sold is equal to 700% of selling 
expenses.
What is the cost of goods available for sale?
a. $1,390,000.
b. $1,490,000.
c. $1,500,000.
d. $1,590,000.
14. Moore Corporation has two products in its 
ending inventory, each accounted for at the lower of 
cost or market. A profit margin of 30% on selling price 
is considered normal for each product. Specific data 
with respect to each product follows:
Product #1 Product #2
Historical cost 
Replacement cost 
Estimated cost to dispose 
Estimated selling price
$17.00
15.00 
5.00
30.00
$ 45.00
46.00
26.00 
100.00
In pricing its ending inventory using the lower of 
cost or market, what unit values should Moore use for 
products #1 and #2 respectively?
a. $15.00 and $44.00.
b. $16.00 and $44.00.
c. $16.00 and $45.00.
d. $17.00 and $46.00.
15. On January 1, 1976, the merchandise inventory 
of Manuel Company was $300,000. During 1976 
Manuel purchased $1,900,000 of merchandise and 
recorded sales of $2,000,000. The gross profit (gross 
margin) on these sales was 20%.
What is the merchandise inventory of Manuel 
at December 31, 1976?
a. $200,000.
b. $400,000.
c. $600,000.
d. $1,800,000.
Number2 (Estimated time----- 50 to  60 minutes)
Instructions
Select the best answer for each of the following 
items relating to the federal income taxation of indi­
viduals. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. The answers should be 
selected in accordance with the current Internal 
Revenue Code and Tax Regulations. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
Items to be Answered
16. George Adams owned an apartment building 
containing 4 identical apartments. He occupied one 
apartment as his principal residence and rented the 
other three. He acquired the building in 1968 at a cost 
of $60,000 and has taken depreciation of $8,000 on the 
rented portion. On January 1, 1976, he sold the build­
ing for $80,000, incurring selling expenses of $4,000 
and purchased a new residence for $45,000 in 
February 1976. What should Adams report as his 
recognized gain resulting from the sale of his prin­
cipal residence?
a. $0.
b. $2,000.
c. $4,000.
d. $6,000.
e. None of the above.
17. During 1976, Minerva Bell was entirely support­
ed by her three sons, Sol, Mitch, and Fenwick who 
provided support in the following percentages:
Sol
Mitch
Fenwick
9%
45%
46%
Which of the brothers is entitled to claim his 
mother as a dependent, assuming a multiple support 
agreement exists?
a. Sol.
b. Sol or Fenwick.
c. Mitch or Fenwick.
d. Sol, Mitch, or Fenwick.
e. None of the above.
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18. In January 1976, Ray Hodges, a New York resi­
dent, accepted a position in Arizona with a new em­
ployer by whom he is still employed. His new employer 
paid him a $2,000 moving expense allowance which 
Hodges applied to the following expenses incurred in 
moving to Arizona:
Plane fare for Mr. Hodges 
Bus fare for Mrs. Hodges and children 
Cost of moving household effects 
Meals and lodging of Mrs. Hodges and 
children during trip 
New lightweight clothes for family
$ 300 
500 
1,500
200
___400
$2,900
For 1976, Hodges included the $2,000 payment 
in his income. In computing his adjusted gross income, 
he can deduct
a. $1,800.
b. $2,300.
c. $2,500.
d. $2,900.
e. None of the above.
19. During 1976, Lucas Andrews, a widower, was 
the sole support for his aged mother who was a resi­
dent of an old age home for the entire year. 
Mr. Andrews’ wife died in 1974. What is Mr. Andrews’ 
filing status for 1976?
a. Surviving spouse.
b. Single with one dependent.
c. Single with no dependents.
d. Head of household.
e. None of the above.
20. Phillip Hall and Andrew Miles formed a corpo­
ration during 1976 to which Hall contributed $50,000 
cash and Miles contributed a building (current fair 
market value $80,000 and an adjusted basis to Miles 
of $60,000). Hall and Miles each received 300 shares 
of the corporation’s common stock. As a result of this 
transaction, Miles should report
a. An ordinary gain of $20,000.
b. A section 1250 gain of $20,000.
c. A capital gain of $20,000.
d. Neither a gain nor a loss.
e. None of the above.
21. Amos Kettle, a single taxpayer, age 66, filed 
his income tax return for 1976, and reported an ad­
justed gross income of $6,000. He received a total of 
$1,200 in social security benefits for the year and has no 
other excludable pension or annuity amounts. What 
amount can Kettle claim as a tax credit for the elderly?
a. $180.
b. $195.
c. $375.
d. $900.
e. None of the above.
22. In January 1976, Luther Miller sold stock with a 
cost basis of $26,o6o to his brother, Marvin, for 
$24,000, the fair market value of the stock on the date 
of sale. Five months later, Marvin sold the same stock 
through his broker for $27,000. The tax effect for 1976 
of these transactions would be a
a. Nondeductible loss to Luther of $2,000; gain 
to Marvin of $1,000.
b. Nondeductible loss to Luther of $2,000; gain 
to Marvin of $3,000.
c. Deductible loss to Luther of $2,000; gam 
to Marvin of $3,000.
d. Nonrecognized loss to Luther of $2,000; gain 
to Marvin of $1,000.
e. None of the above.
23. For the year 1975, Richard Dirma, single, had 
ordinary income of $30,000. In addition, he had short­
term capital losses of $600 and long-term capital losses 
of $2,000. What amount can Dirma report as a capital 
loss carryover to 1976?
a. $700.
b. $800.
c. $1,200.
d. $1,400.
e. None of the above.
24. During 1976, Jack Howard, an engineer, had the 
following items of income and expense:
Salary
Interest income 
Short-term capital gains 
Long-term capital losses
$30,000
1,200
200
(800)
In addition, Howard failed to make a claim for 
reimbursement to his employer for reimbursable 
travel expenses of $100 incurred by him. What should 
Howard report as his adjusted gross income for 1976?
a. $30,500.
b. $30,600.
c. $30,800.
d. $30,900.
e. None of the above.
25. In December 1976, John Empire’s son was in­
volved in an accident while sailing the family boat. 
Damage to the boat was estimated at $400. Though 
fully insured, Empire was fearful that his insurance 
rates would rise as a result of this accident. He did not 
notify his insurance company and had the boat re­
paired at his own expense. What amount can he deduct 
as a casualty loss on his income tax return for 1976?
a. $0.
b. $100.
c. $300.
d. $400.
e. None of the above.
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26. Iris Jones, a widow, had adjusted gross income 
of $35,000 in 1976. In order for her to be gainfully 
employed, she incurred and paid the following ex­
penses for her five year old son Jason during 1976:
Period
January-June
January-December
September-December
Payee
Day care 
nursery
Babysitter
First grade 
school
Am ount 
per month
$ 50 
$100
$200
29. Edward Grace, a cash basis taxpayer, is the sole 
proprietor of a shoe store. In operating his store dur­
ing 1976, he realized the following:
Net profit from sale of shoes $8,000
Gain fr om sale of display cases 2,000 
Winning lottery ticket purchased
in store’s name 3,000
Damage to store fixtures arising from flood 1,000
What should Grace report as net earnings from 
self-employment for 1976?
a. $7,000.
b. $8,000.
c. $9,000.
d. $12,000.
e. None of the above.
What amount of her employment related expenses 
are subject to the child care tax credit for 1976?
a. $1,200.
b. $1,500.
c. $2,000.
d. $2,300.
e. None of the above.
27. Ted and Alice Jones were divorced in 1976. The 
divorce decree provided for Ted to pay Alice a settle­
ment of $100,000 payable in the following manner:
• $25,000 payable in 1976.
• $75,000 payable in 15 annual
installments beginning 
in 1977.
What amount should Alice include as part of her 
taxable income for 1976?
a. $0.
b. $10,000.
c. $25,000.
d. $100,000.
e. None of the above.
28. Bennet Hanover purchased a tract of land for 
$20,000 in 1974 when he heard that a new highway 
was going to be constructed through the property and 
that the land would soon be worth $200,000. Highway 
engineers surveyed the property and indicated that 
he would probably get $175,000. The highway project 
was abandoned in 1976 and the value of the land fell 
to $15,000. Hanover can claim a loss in 1976 of
a. $5,000.
b. $160,000.
c. $180,000.
d. $185,000.
e. None of the above.
30. Sam Mitchell, a calendar-year taxpayer, pur­
chased an annuity contract for $3,600 that would pay 
him $120 a month beginning on January 1, 1976. His 
expected return under the contract is $10,800. How 
much of this annuity is excludable fr om gross income 
for the 1976 calendar year?
a. $0.
b. $480.
c. $960.
d. $1,440.
e. None of the above.
31. Stewart Samaritan had adjusted gross income 
of $22,000 in 1976. During the year he made the 
following contributions to recognized charitable or­
ganizations:
• $5,000 cash.
• 1,000 shares of Able Corporation 
common stock (acquired in 1972) 
with a fair market value of $7,000 
on the date of the contribution.
What amount can Samaritan claim as a deduc­
tion for charitable contributions in 1976?
a. $6,600.
b. $11,000.
c. $11,600.
d. $12,000.
e. None of the above.
Number 3 (Estimated time----- -40 to 50 minutes)
You have been engaged to examine the financial 
statements of Zurich Corporation for the year ended 
December 31, 1976. In the course of your examina­
tion you have ascertained the following information:
1. A check for $1,500 representing the repay­
ment of an employee advance was received on 
December 29, 1976, but was not recorded until 
January 2 ,  1977.
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2. Zurich uses the allowance method of ac­
counting for uncollectible trade accounts receivable. 
The allowance is based upon 3% of past due accounts 
(over 120 days) and 1% of current accounts as of the 
close of each month. Due to a changing economic 
climate, the amount of past due accounts has in­
creased significantly, and management has decided 
to increase the percentage based on past due accounts 
to 5%. The following balances are available:
As o f As of
November 30, December 31,
1976 1976
Dr. (Cr.) Dr. (Cr.)
Accounts receivable 
Past due accounts 
(included in ac­
counts receivable)
Allowance for un­
collectible accounts
$390,000 $430,000
12,000
(28,000)
30,000
9,000
3. The merchandise inventory on December 31,
1975, did not include merchandise having a cost of 
$7,000 which was stored in a public warehouse. 
Merchandise having a cost of $3,000 was erroneously 
counted twice and included twice in the merchandise 
inventory on December 31, 1976. Zurich uses a peri­
odic inventory system.
4. On January 2, 1976, Zurich had a new ma­
chine delivered and installed in its main factory. The 
cost of this machine was $97,000, and the machine is 
being depreciated on the straight-line method over 
an estimated useful life of 10 years. When the new 
machine was installed, Zurich paid for the following 
items which were not included in the cost of the ma­
chine, but were charged to repairs and maintenance:
Delivery expense 
Installation costs 
Rearrangement of 
related equipment
$ 2,500 
8,000
4,000
$14,500
5. On January 1, 1975, Zurich leased a build­
ing for 10 years at a monthly rental of $12,000. On 
that date, Zurich paid the landlord the following 
amounts:
Rent deposit 
First month’s rent 
Last month’s rent 
Installation of new 
walls and offices
$ 6,000 
12,000 
12,000
80,000
$110,000
6. In January 1975, Zurich issued $200,000 of 
8%, 10 year bonds at 97. The discount was charged to 
interest expense in 1975. Interest on the bonds is 
payable on December 31st of each year. Zurich has 
recorded interest expense of $22,000 for 1975 and 
$16,000 for 1976.
7. On May 3, 1976, Zurich exchanged 500 
shares of treasury stock (its $50 par value common 
stock) for a parcel of land to be used as a site for a 
new factory. The treasury stock had cost $70 per share 
when it was acquired and on May 3, 1976, it had a fair 
market value of $80 per share. Zurich received $2,000 
when an existing building on the land was sold for 
scrap. The land was capitalized at $40,000, and Zurich 
recorded a gain of $5,000 on the sale of its treasury 
stock.
8. The account “ advertising and promotion” 
included an amount of $75,000 which represented 
the cost of printing sales catalogues for a special pro­
motional campaign in January 1977.
9. Zurich adopted a pension plan on January 2,
1976, for eligible employees to be administered by a 
trustee. Based upon actuarial computations, the an­
nual normal pension cost was $ 7 0 , 0 and the present 
value of past service cost on that date was $900,000. 
The company has decided to use the maximum pro­
vision for pension expense and to fund past service 
cost. On December 31, 1976, Zurich remitted to the 
trustee $970,000 and charged this amount to the ac­
count “pension expense.”
10. Zurich was named as a defendant in a law 
suit by a former customer. Zurich’s counsel has ad­
vised management that Zurich has a good defense 
and that counsel does not anticipate that there will be 
any impairment of Zurich’s assets or that any signifi­
cant liabilities will be incurred as a result of this liti­
gation. Management, however, wishes to be conserva­
tive and, therefore, has established a loss contingency 
of $100,000.
Required:
Prepare a schedule showing the effect of errors 
upon the financial statements for 1976. The items in the 
schedule should be presented in the same order as the 
facts are given with corresponding numbers 1 through
10. Use the following columnar headings for your 
schedule:
Income Balance Sheet 
Statement December 31, 1976 
No. Explanation Dr. (Cr.) Dr. (Cr. ) Account
The entire amount was charged to rent expense 
in 1975.
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Number 4 consists of two unrelated parts.
Part a. You have been engaged to assist the management of the Arcadia Corporation in arriving at certain decisions. 
Arcadia has its home office in Ohio and leases factory buildings in Texas, Montana and Maine, all of which produce the 
same product. The management of Arcadia has provided you with a projection of operations for 1977, the forthcoming year, 
as follows:
Accounting Practice— Part II
Total Texas Montana Maine
Sales $4,400,000 $2,200,000 $1,400,000 $800,000
Fixed costs:
Factory 1,100,000 560,000 280,000 260,000
Administration 350,000 210,000 110,000 30,000
Variable costs 1,450,000 665,000 425,000 360,000
Allocated home office
costs 500,000 225,000 175,000 100,000
Total 3,400,000 1,660,000 990,000 750,000
Net profit from
operations $1,000,000 $ 540,000 $ 410,000 $ 50,000
The sales price per unit is $25.
Due to the marginal results of operations of the factory in Maine, Arcadia has decided to cease operations and sell that 
factory’s machinery and equipment by the end of 1976. Arcadia expects that the proceeds from the sale of these assets 
would be greater than their book value and would cover all termination costs.
Arcadia, however, would like to continue serving its customers in that area if it is economically feasible and is consid­
ering one of the following three alternatives:
1. Expand the operations of the Montana factory by using space presently idle. This move would result in the follow­
ing changes in that factory’s operations:
Increase over 
factory's 
current operations
Sales 50%
Fixed costs:
Factory 20%
Administration 10%
Under this proposal, variable costs would be $8 per unit sold.
2. Enter into a long-term contract with a competitor who will serve that area’s customers. This competitor would pay 
Arcadia a royalty of $4 per unit based upon an estimate of 30,000 units being sold.
3. Close the Maine factory and not expand the operations of the Montana factory.
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Required:
In order to assist the management of Arcadia 
Corporation in determining which alternative is more 
economically feasible, prepare a schedule computing 
Arcadia’s estimated net profit from total operations 
that would result from each of the following methods:
1. Expansion of the Montana factory.
2. Negotiation of long-term contract on a royal­
ty basis.
3. Shutdown of Maine operations with no ex­
pansion at other locations.
Note: Total home office costs of $500,000 will re­
main the same under each situation.
Part b. The management of Essen Manufac­
turing Company is currently evaluating a proposal to 
purchase a new and innovative drill press as a re­
placement for a less efficient piece of similar equip­
ment which would then be sold. The cost of the equip­
ment including delivery and installation is $175,000. 
If the equipment is purchased, Essen will incur costs 
of $5,000 in removing the present equipment and re­
vamping service facilities. The present equipment 
has a book value of $100,000 and a remaining useful 
life of 10 years. Due to new technical improvements 
which have made the equipment outmoded, it pres­
ently has a resale value of only $40,000.
Additional information:
• Management has provided you with the follow­
ing comparative manufacturing cost tabulation:
Present New
Annual production-units 
Annual costs:
Labor
Operating costs: 
Depreciation (10% of 
asset book value) 
Other
Total
400,000 500,000
$30,000 $25,000
10,000 17,500
48,000 20,000
58,000 37,500
$88,000 $62,500
• Management believes that if the present 
equipment is not replaced now, it will have to wait 7 
years before replacement is justifiable.
• Both pieces of equipment are expected to 
have a negligible salvage value at the end of 10 years.
• If the new equipment is purchased, the man­
agement of Essen would require a 15% return on the 
investment before income taxes.
• The following table lists the present value of an 
ordinary annuity of $1 at 15%:
Period
1
2
3
4
5
6
7
8 
9
10
Present Value
0.870 
1.626 
2.283 
2.855 
3.352 
3.784 
4.160 
4.487 
4.772 
5.019
Required:
1. In order to assist the management of Essen 
in reaching a decision on the proposal, prepare sched­
ules showing the computation of the following:
• Net initial outlay before income taxes.
• Net present value of investment before in­
come taxes.
2. Would you recommend this investment, and 
why?
Note: Ignore any effects of net incremental cash 
flow from increased sales of units produced 
by the new machine.
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Presented below are comparative statements of financial position of Area Corporation as of December 31, 1976, and
December 31, 1975, respectively:  December 31, Increase
Accounting Practice — Part II
Assets
1976 1975 {Decrease)
Current assets: 
Cash $ 450,000 $ 287,000 $163,000
Notes receivable 45,000 50,000 (5,000)
Accounts receivable (net of allowance 
for uncollectible accounts of $17,100 
and $24,700, respectively) 479,200 380,000 99,200
Inventories 460,000 298,000 162,000
Total current assets 1,434,200 1,015,000 419,200
Investment in common stock 
of Reading Company 39,000 (39,000)
Investment in common stock 
of Zip Corporation 246,300 ------ 246,300
Total 246,300 39,000 207,300
Machinery and equipment 455,000 381,000 74,000
Less: accumulated depre­
ciation (193,000) (144,000) 49,000
Total 262,000 237,000 25,000
Patents (less accumulated 
amortization) 26,000 19,000 7,000
Total assets $1,968,500 $1,310,000 $658,500
Liabilities and Shareholders' Equity 
Liabilities:
Dividends payable $ 181,000 $ — $181,000
Accounts payable 156,000 40,800 115,200
Accrued expenses 92,000 84,000 8,000
Total liabilities 429,000 124,800 304,200
Shareholders’ equity:
Preferred stock, par value $2; 
authorized 50,000 shares; 
issued and outstanding, 
30,000 shares and 26,500 
shares, respectively 60,000 53,000 7,000
Capital contributed in excess 
of par — preferred stock 6,000 2,500 3,500
Common stock, par value $10; 
authorized 100,000 shares; 
issued and outstanding, 
75,200 shares and 70,000 
shares, respectively 752,000 700,000 52,000
Capital contributed in excess 
of par — common stock 20,000 9,600 10,400
Earnings appropriated for 
contingencies 85,000 — 85,000
Retained earnings 616,500 420,100 196,400
Total shareholders’ 
equity 1,539,500 1,185,200 354,300
Total liabilities and share­
holders’ equity $1,968,500 $1,310,000 $658,500
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• For the year ended December 31, 1976, Area 
Corporation reported net income of $496,000.
• Uncollectible accounts receivable of $4,000 
were written off against the allowance for uncollect­
ible accounts receivable.
• Area’s investment in the common stock of 
Reading Company was made in 1972 and represented a 
3% interest in the outstanding common stock of 
Reading. During 1976, Area sold this investment for 
$26,000.
• Amortization of patents charged to operations 
during 1976 was $3,000.
• On January 1, 1976, Area acquired 90% of the 
outstanding common stock of Zip Corporation (45,000 
shares, par value $10 per share) in a transaction appro­
priately accounted for as a purchase. To consummate 
this transaction, Area paid $72,000 cash and issued 
3,500 shares of its preferred stock and 2,400 shares of 
its common stock. The consideration paid was equal to 
the underlying book value of the assets acquired. The 
fair market value of Area’s stock on the date of the 
transaction was as follows:
Additional information:
Preferred
Common
$ 3 
12
Zip Corporation is considered to be an unrelated busi­
ness and not compatible with the operations of Area 
Corporation; and therefore, consolidation of the two 
companies is not required. For the year ended 
December 31, 1976, Zip Corporation reported net 
income of $150,000.
• During 1976, machinery and equipment that 
was acquired in 1969 at a cost of $22,000 was sold as 
scrap for $3,200.
At the date of sale, this machinery had an un­
depreciated cost of $4,400.
In addition, Area acquired new machinery and 
equipment at a cost of $81,000. The remaining in­
crease in machinery and equipment resulted from 
major repairs made to machinery that were accounted 
for as capital expenditures.
• On January 1, 1976, Area declared and issued 
a 4% stock dividend on its common stock. The market 
value of the shares on that date was $12 a share. The 
market value of the shares was not affected by the 
dividend distribution. On December 31, 1976, cash 
dividends were declared on both the common and 
preferred stock as follows:
Common
Preferred
$145,000
36,000
• In December 1976, a reserve for a contingent 
loss of $85,000 arising from a law suit was establish­
ed by a charge against retained earnings.
Required:
Prepare a statement of changes in financial 
position of Area Corporation for the year ended 
December 31, 1976, based upon the information pre­
sented above. The statement should be prepared 
using a working-capital format.
Note: Do not prepare a schedule of working capital.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by th e examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN AUDITING
May 5 ,  1977; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ..............................
No. 2 ..............................
No. 3 ..............................
No. 4 ..............................
No. 5 ..............................
No. 6 ..............................
No. 7 . ...........................
Total.......................
Estimated Minutes 
Minimum Maximum
30 35
30 35
30 35
15 25
15 30
15 25
15 25
150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor should
a. Inspect all fixed assets acquired during the 
year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the 
existing internal control.
d. Count client petty-cash funds.
Number 1 (Estimated time----- -30 to 35 minutes)
Answer Sheet
96. a . :::::::::: b. d.
Items to be Answered
1. To achieve effective internal accounting control 
over fixed-asset additions, a company should establish 
procedures that require
a. Capitalization of the cost of fixed-asset addi­
tions in excess of a specific dollar amount.
b. Performance of recurring fixed-asset main­
tenance work solely by maintenance depart­
ment employees.
c. Classification as investments, those fixed- 
asset additions that are not used in the 
business.
d. Authorization and approval of major fixed- 
asset additions.
2. Roy, CPA, would violate the encroachment rule of 
the AICPA Code of Professional Ethics if Roy
a. Accepted a fee from another CPA for work 
performed by Roy on the engagement of a 
client who was referred to the other CPA 
by Roy.
b. Insisted on auditing a company’s subsidiary 
that had been audited by another CPA 
because in Roy’s judgment the audit would be 
necessary for Roy’s expression of an opinion 
on the company’s consolidated financial 
statements.
c. Accepted a request to prepare a tax return 
for a client of another CPA.
d. Mailed to a non-client company, unsolicited 
literature that discussed services that were 
currently being rendered to the company by 
another CPA.
3. A CPA should comply with applicable generally 
accepted auditing standards on every engagement
a. Without exception.
b. Except in examinations that result in a quali­
fied report.
c. Except in engagements where the CPA is 
associated with unaudited financial state­
ments.
d. Except in examinations of interim financial 
statements.
4. In determining validity of accounts receivable, 
which of the following would the auditor consider most 
reliable?
a. Documentary evidence that supports the ac­
counts receivable balance.
b. Credits to accounts receivable from the cash 
receipts book after the close of business at 
year end.
c. Direct telephone communication between 
auditor and debtor.
d. Confirmation replies received directly from 
customers.
5. When an independent auditor decides that the 
work performed by internal auditors may have a 
bearing on the nature, timing, and extent of the 
independent auditor’s procedures, the independent 
auditor should evaluate the competence and objectivity 
of the internal auditors. Relative to objectivity, the 
independent auditor should
a. Consider the organizational level to which 
internal auditors report the results of their 
work.
b. Review the training program in effect for the 
the internal audit staff.
c. Examine the quality of the internal audit 
reports.
d. Consider the qualifications of the internal 
audit staff.
6. Audit working papers are used to record the 
results of the auditor’s evidence-gathering proce­
dures. When preparing working papers the auditor 
should remember that
a. Working papers should be kept on the client’s 
premises so that the client can have access 
to them for reference purposes.
b. Working papers should be the primary sup­
port for the financial statements being ex­
amined.
c. Working papers should be considered as 
a substitute for the client’s accounting re­
cords.
d. Working papers should be designed to meet 
the circumstances and the auditor’s needs 
on each engagement.
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7. Which of the following is an effective internal 
accounting control measure that encourages receiving 
department personnel to count and inspect all mer­
chandise received?
a. Quantities ordered are excluded from the 
receiving department copy of the purchase 
order.
b. Vouchers are prepared by accounts payable 
department personnel only after they match 
item counts on the receiving report with the 
purchase order.
c. Receiving department personnel are ex­
pected to match and reconcile the receiving 
report with the purchase order.
d. Internal auditors periodically examine, on a 
surprise basis, the receiving department 
copies of receiving reports.
8. Operational audits generally have been conducted 
by internal auditors and governmental audit agencies 
but may be performed by certified public accountants. 
A primary purpose of an operational audit is to provide
a. A means of assurance that internal account­
ing controls are functioning as planned.
b. A measure of management performance in 
meeting organizational goals.
c. The results of internal examinations of finan­
cial and accounting matters to a company’s 
top-level management.
d. Aid to the independent auditor, who is con­
ducting the examination of the financial state­
ments.
9. A good system of internal accounting control over 
purchases will give proper evaluation to the time for 
ordering merchandise. When making this evaluation 
the purchasing company should give primary con­
sideration to
a. The price differences that exist between 
various vendors who can supply the merchan­
dise at the required time.
b. The borrowing cost of money (interest) which 
the company must incur as a consequence 
of acquiring the merchandise.
c. The trade-off between the cost of owning and 
storing excess merchandise and the risk of 
loss by not having merchandise on hand.
d. The flow of funds within the company which 
indicates when money is available to pay for 
merchandise.
10. Auditors often make use of computer programs 
that perform routine processing functions such as 
sorting and merging. These programs are made avail­
able by electronic data processing companies and 
others and are specifically referred to as
a. User programs.
b. Compiler programs.
c. Supervisory programs.
d. Utility programs.
11. An auditor’s report must state whether financial 
statements are presented in accordance with generally 
accepted accounting principles in each of the following 
situations except on an engagement involving
a. A development-stage enterprise.
b. A corporation in liquidation.
c. A not-for-profit entity.
d. A regulated company.
12. Which of the following explanations might satisfy 
an auditor who discovers significant debits to an accu­
mulated depreciation account?
a. Extraordinary repairs have lengthened the 
life of an asset.
b. Prior years’ depreciation charges were erro­
neously understated.
c. A reserve for possible loss on retirement has 
been recorded.
d. An asset has been recorded at its fair value.
13. A company sells a particular product only in the 
last month of its fiscal year. The company uses com­
mission agents for such sales and pays them 6% of 
their net sales 30 days after the sales are made. The 
agents’ sales were $10,000,000. Experience indicates 
that 10% of the sales are usually not collected and 2% 
are returned in the first month of the new year. The 
auditor would expect the year-end balance in the ac­
crued commissions payable account to be
a. $528,000.
b. $540,000.
c. $588,000.
d. $600,000.
14. To emphasize auditor independence from man­
agement, many corporations follow the practice of
a. Appointing a partner of the CPA firm con­
ducting the examination to the corpora­
tion’s audit committee.
b. Establishing a policy of discouraging social 
contact between employees of the corporation 
and the staff of the independent auditor.
c. Requesting that a representative of the inde­
pendent auditor be on hand at the annual 
stockholders’ meeting.
d. Having the independent auditor report to 
an audit committee of outside members of 
the board of directors.
15. Which of the following situations has the best 
chance of being detected when a CPA compares 1976 
revenues and expenses with the prior year and 
investigates all changes exceeding a fixed percentage?
a. An increase in property tax rates has not 
been recognized in the company’s 1976 
accrual.
b. The cashier began lapping accounts receiv­
able in 1976.
c. Because of worsening economic conditions, 
the 1976 provision for uncollectible accounts 
was inadequate.
d. The company changed its capitalization policy 
for small tools in 1976.
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16. The auditor’s opinion makes reference to gen­
erally accepted accounting principles (GAAP). Which 
of the following best describes GAAP?
a. The interpretations of accounting rules and 
procedures by certified public accountants on 
audit engagements.
b. The pronouncements made by the Financial 
Accounting Standards Board and its prede­
cessor,the Accounting Principles Board.
c. The guidelines set forth by various govern­
mental agencies that derive their authority 
from Congress.
d. The conventions, rules, and procedures which 
are necessary to define the accepted accoun­
ting practices at a particular time.
17. To strengthen the system of internal account­
ing control over the purchase of merchandise, a com­
pany’s receiving department should
a. Accept merchandise only if a purchase order 
or approval granted by the purchasing de­
partment is on hand.
b. Accept and count all merchandise received 
from the usual company vendors.
c. Rely on shipping documents for the prepara­
tion of receiving reports.
d. Be responsible for the physical handling of 
merchandise but not the preparation of re­
ceiving reports.
18. Which of the following statements best describes 
why the profession of certified public accountants has 
deemed it essential to promulgate a code of ethics and 
to establish a mechanism for enforcing observance of 
the code?
a. A distinguishing mark of a profession is its 
acceptance of responsibility to the public.
b. A prerequisite to success is the establishment 
of an ethical code that stresses primarily 
the professional’s responsibility to clients 
and colleagues.
c. A requirement of most state laws calls for the 
profession to establish a code of ethics.
d. An essential means of self-protection for 
the profession is the establishment of flexible 
ethical standards by the profession.
20. Which of the following is an example of a related 
party transaction?
a. An action is taken by the directors of 
company A to provide additional compensa­
tion for vice presidents in charge of the prin­
cipal business functions of company A.
b. A long-term agreement is made by company 
A to provide merchandise or services to 
company B, a long-time, friendly competitor.
c. A short-term loan is granted to company A 
by a bank that has a depositor who is a 
member of the board of directors of com­
pany A.
d. A nonmonetary exchange occurs whereby 
company A exchanges property for similar 
property owned by company B, an unconsoli­
dated subsidiary of company A.
Number 2 (Estimated time----- -30 to 35 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
Items to be Answered
21. On January 28, 1977, a customer of Tom 
Corporation suffered a total loss as a result of a major 
casualty. On March 1, 1977, Tom wrote off as un­
collectible a large receivable from this customer. The 
auditor’s report on Tom’s financial statements for the 
year ended December 31, 1976, has not yet been 
issued. The write-off in the subsequent period requires
a. Disclosure in the 1976 financial statements.
b. Adjustment to the 1976 financial statements.
c. Presentation of the 1976 financial statements 
with a prior period adjustment.
d. No adjustment or disclosure in the 1976 
financial statements but disclosure in the
1977 financial statements.
19. A CPA establishes quality control policies and 
procedures for deciding whether to accept or continue a 
client. The primary purpose for establishing such 
policies and procedures is
a. To enable the auditor to attest to the integrity 
or reliability of a client.
b. To comply with the quality control standards 
established by regulatory bodies.
c. To lessen the exposure to litigation resulting 
from failure to detect irregularities in client 
financial statements.
d. To minimize the likelihood of association with 
clients whose managements lack integrity.
22. A client’s materials-purchasing cycle begins with 
requisitions from user departments and ends with the 
receipt of materials and the recognition of a liability. An 
auditor’s primary objective in reviewing this cycle is to
a. Evaluate the reliability of information gener­
ated as a result of the purchasing process.
b. Investigate the physical handling and re­
cording of unusual acquisitions of materials.
c. Consider the need to be on hand for the 
annual physical count if this system is not 
functioning properly.
d. Ascertain that materials said to be ordered, 
received, and paid for are on hand.
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23. The two phases of the auditor’s study of internal 
accounting control are referred to as “ review of the 
system” and “ tests of compliance.” In the tests of 
compliance phase the auditor attempts to
a. Obtain a reasonable degree of assurance that 
the client’s system of controls is in use and 
is operating as planned.
b. Obtain sufficient, competent evidential 
matter to afford a reasonable basis for the 
auditor’s opinion.
c. Obtain assurances that informative dis­
closures in the financial statements are 
reasonably adequate.
d. Obtain knowledge and understanding of the 
client’s prescribed procedures and methods.
24. After preliminary audit arrangements have been 
made, an engagement confirmation letter should be 
sent to the client. The letter usually would not include
a. A reference to the auditor’s responsibility for 
the detection of errors or irregularities.
b. An estimate of the time to be spent on the 
audit work by audit staff and management.
c. A statement that management advisory 
services would be made available upon 
request.
d. A statement that a management letter 
will be issued outlining comments and sug­
gestions as to any procedures requiring the 
client’s attention.
25. Parity checks, read-after-write checks, and dupli­
cate circuitry are electronic data processing controls 
that are designed to detect
a. Erroneous internal handling of data.
b. Lack of sufficient documentation for com­
puter processes.
c. Illogical programming commands.
d. Illogical uses of hardware.
26. Which of the following is an effective internal 
accounting control over accounts receivable?
a. Only persons who handle cash receipts should 
be responsible for the preparation of docu­
ments that reduce accounts receivable bal­
ances.
b. Responsibility for approval of the write-off of 
uncollectible accounts receivable should be 
assigned to the cashier.
c. Balances in the subsidiary accounts receiv­
able ledger should be reconciled to the 
general ledger control account once a year, 
preferably at year end.
d. The billing function should be assigned to 
persons other than those responsible for 
maintaining accounts receivable subsidiary 
records.
27. The audit of year-end physical inventories should 
include steps to verify that the client’s purchases and 
sales cut-offs were adequate. The audit steps should be 
designed to detect whether merchandise included in 
the physical count at year end was not recorded as a
a. Sale in the subsequent period.
b. Purchase in the current period.
c. Sale in the current period.
d. Purchase return in the subsequent period.
28. An auditor uses analytical review during the 
course of an audit. The most important phase of this 
review is the
a. Computation of key ratios such as inventory 
turnover and gross profit percentages.
b. Investigation of significant variations and un­
usual relationships.
c. Comparison of client-computed statistics with 
industry data on a quarterly and full-year 
basis.
d. Examination of the client data that generated 
the statistics that are analyzed.
29. To determine that sales transactions have been 
recorded in the proper accounting period, the auditor 
performs a cut-off review. Which of the following best 
describes the overall approach used when performing a 
cut-off review?
a. Ascertain that management has included in 
the representation letter a statement that 
transactions have been accounted for in the 
proper accounting period.
b. Confirm year-end transactions with regular 
customers.
c. Examine cash receipts in the subsequent 
period.
d. Analyze transactions occurring within a few 
days before and after year end.
30. The best audit procedure for determining the 
existence of open commodity futures contracts at year 
end is the review of
a. Canceled checks in the subsequent period.
b. Available broker trade advices.
c. The standard bank cash confirmation request.
d. Direct confirmations with the client’s com­
modity traders.
31. Effective internal accounting control over un­
claimed payroll checks that are kept by the treasury 
department would include accounting department pro­
cedures that require
a. Effective cancelation and stop payment or­
ders for checks representing unclaimed 
wages.
b. Preparation of a list of unclaimed wages on 
a periodic basis.
c. Accounting for all unclaimed wages in a 
current liability account.
d. Periodic accounting for the actual checks 
representing unclaimed wages.
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32. At interim dates an auditor evaluates a client’s 
internal accounting control procedures and finds them 
to be effective. The auditor then performs a substantial 
part of the audit engagement on a continuous basis 
throughout the year. At a minimum, the auditor’s 
year-end audit procedures must include
a. Determination that the client’s internal 
accounting control procedures are still ef­
fective at year end.
b. Confirmation of those year-end accounts that 
were examined at interim dates.
c. Tests of compliance with internal control 
in the same manner as those tests made 
at the interim dates.
d. Comparison of the responses to the auditor’s 
internal control questionnaire with a detailed 
flowchart at year end.
33. If an auditor’s report on internal control is 
distributed to the general public, it must contain 
specific language describing several matters. Which of 
the following mast be included in the specific 
language?
a. The distinction between internal adminis­
trative controls and internal accounting 
controls.
b. The objective of internal accounting controls.
c. The various tests and procedures utilized 
by the auditor during the review of internal 
controls.
d. The reason(s) why management requested 
a report on internal controls.
34. Where computers are used, the effectiveness of 
internal accounting control depends, in part, upon 
whether the organizational structure includes any in­
compatible combinations. Such a combination would 
exist when there is no separation of the duties between
a. Documentation librarian and manager of pro­
gramming.
b. Programmer and console operator.
c. Systems analyst and programmer.
d. Processing control clerk and keypunch super­
visor.
35. The ultimate risk against which the auditor 
requires reasonable protection is a combination of two 
separate risks. The first of these is that material errors 
will occur in the accounting process by which the 
financial statements are developed, and the second is 
that
a. A company’s system of internal control is 
not adequate to detect errors and irregular­
ities.
b. Those errors that occur will not be detected 
in the auditor’s examination.
c. Management may possess an attitude that 
lacks integrity.
d. Evidential matter is not competent enough 
for the auditor to form an opinion based on 
reasonable assurance.
36. Accounting functions that are normally con­
sidered incompatible in a manual system are often 
combined in an electronic data processing system by 
using an electronic data processing program, or a 
series of programs. This necessitates an accounting 
control that prevents unapproved
a. Access to the magnetic tape library.
b. Revisions to existing computer programs.
c. Usage of computer program tapes.
d. Testing of modified computer programs.
37. During the course of an audit, a CPA observes 
that the recorded interest expense seems to be exces­
sive in relation to the balance in the long-term debt 
account. This observation could lead the auditor to 
suspect that
a. Long-term debt is understated.
b. Discount on bonds payable is overstated.
c. Long-term debt is overstated.
d. Premium on bonds payable is understated.
38. One important reason why a CPA, during the 
course of an audit engagement, prepares systems 
flowcharts is to
a. Reduce the need for inquiries of client per­
sonnel concerning the operations of the sys­
tem of internal accounting control.
b. Depict the organizational structure and 
document flow in a single chart for review and 
reference purposes.
c. Assemble the internal control findings into a 
comprehensible format suitable for analysis.
d. Prepare documentation that would be useful 
in the event of a future consulting engage­
ment.
39. A CPA in public practice is permitted to make an 
offer of employment to an employee of another public 
accountant if the CPA
a. Makes the offer on behalf of an audit client.
b. Has an executive search staff that is in­
volved in personnel placement.
c. Informs the other public accountant prior to 
making the offer.
d. Makes the offer verbally to an employee 
who is not a CPA.
40. A not-for-profit organization published a monthly 
magazine that had 15,000 subscribers on January 1,
1976. The number of subscribers increased steadily 
throughout the year and at December 31, 1976, there 
were 16,200 subscribers. The annual magazine 
subscription cost was $10 on January 1, 1976, and was 
increased to $12 for new members on April 1, 1976. An 
auditor would expect that the receipts fr om subscrip­
tions for the year ended December 31, 1976, would be 
approximately
a. $179,400.
b. $171,600.
c. $164,400.
d. $163,800.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers
Items to be Answered
41. Jones and Barrow, CPAs, are partners in a public 
accounting firm that has a large tax practice. Jones is a 
member of the AICPA. Which of the following is the 
best firm name?
a. Jones & Barrow, members AICPA.
b. Jones & Barrow, Tax Accountants.
c. Jones & Barrow, P.C. (Professional Corpora­
tion),
d. Jones & Barrow, Certified Public Accoun­
tants.
Number 3 (Estimated time----- -30 to 35 minutes)
42. Which of the following best describes the inherent 
limitations that should be recognized by an auditor 
when considering the potential effectiveness of a 
system of internal accounting control?
a. Procedures whose effectiveness depends on 
segregation of duties can be circumvented 
by collusion.
b. The competence and integrity of client per­
sonnel provides an environment conducive to 
accounting control and provides assurance 
that effective control will be achieved.
c. Procedures designed to assure the execution 
and recording of transactions in accordance 
with proper authorizations are effective 
against irregularities perpetrated by manage­
ment.
d. The benefits expected to be derived fr om 
effective internal accounting control usually 
do not exceed the costs of such control.
44. Which of the following is the most efficient audit 
procedure for the detection of unrecorded liabilities?
a. Compare cash disbursements in the sub­
sequent period with the accounts payable 
trial balance at year end.
b. Confirm large accounts payable balances at 
the balance sheet date.
c. Examine purchase orders issued for several 
days prior to the close of the year.
d. Obtain a “ liability certificate” from the 
client.
45. Which of the following is a characteristic of an 
integrated system for data processing?
a. An integrated system is a real-time system 
where files for different functions with similar 
information are separated.
b. A single input record describing a transaction 
initiates the updating of all files associated 
with the transaction.
c. Parallel operations strengthen internal con­
trol over the computer processing func­
tion.
d. Files are maintained according to organiza­
tional functions such as purchasing, accounts 
payable, sales, etc.
46. Which of the following best describes the element 
of relative risk which underlies the application of 
generally accepted auditing standards, particularly the 
standards of field work and reporting?
a. Cash audit work may have to be carried out in 
a more conclusive manner than inventory 
audit work.
b. Intercompany transactions are usually sub­
ject to less detailed scrutiny than arm’s- 
length transactions with outside parties.
c. Inventories may require more attention by 
the auditor on an engagement for a merchan­
dising enterprise than on an engagement 
for a public utility.
d. The scope of the examination need not be 
expanded if errors that arouse suspicion of 
fraud are of relatively insignificant amounts.
43. Which of the following internal accounting control 
procedures is effective in preventing duplicate pay­
ment of vendors’ invoices?
a. The invoices should be stamped, perforated 
or otherwise effectively canceled before 
submission for approval of the voucher.
b. Unused voucher forms should be prenum­
bered and accounted for.
c. Canceled checks should be sent to persons 
other than the cashier or accounting depart­
ment personnel.
d. Properly authorized and approved vouchers 
with appropriate documentation should be 
the basis for check preparation.
47. The primary purpose of a generalized computer 
audit program is to allow the auditor to
a. Use the client’s employees to perform routine 
audit checks of the electronic data processing 
records that otherwise would be done by the 
auditor’s staff accountants.
b. Test the logic of computer programs used in 
the client’s electronic data processing sys­
tems.
c. Select larger samples from the client’s elect­
ronic data processing records than would 
otherwise be selected without the generalized 
program.
d. Independently process client electronic data 
processing records.
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48. Which of the following is an example of a CPA 
being “ associated” with unaudited financial state­
ments?
a. A client of a CPA consults with the CPA on a 
data processing matter prior to preparing 
and submitting input data to an independent 
computer service company for preparation of 
unaudited financial statements.
b. Computer input data are prepared by the 
CPA’s client and are submitted to an inde­
pendent computer service company that was 
recommended by the CPA. The resulting 
unaudited financial statements are returned 
to the client.
c. The CPA reviews the client’s input data 
before sending the data to an independent 
computer service company, and the pro­
cessed financial statements are returned 
directly to the client.
d. A CPA recommends that a client use the 
client’s computer to process data that gener­
ate unaudited financial statements.
49. Rusk, CPA, succeeded Boone, CPA, as auditor of 
Moonlight Corporation. Boone had issued an unquali­
fied report for the calendar year 1975. What can Rusk 
do to establish the basis for expressing an opinion on 
the 1976 financial statements with regard to opening 
balances?
a. Rusk may review Boone’s working papers and 
thereby reduce the scope of audit tests Rusk 
would otherwise have to do with respect to 
opening balances.
b. Rusk must apply appropriate auditing pro­
cedures to account balances at the beginning 
of the period so as to be satisfied that they 
are properly stated and may not rely on the 
work done by Boone.
c. Rusk may rely on the prior year’s financial 
statements since an unqualified opinion was 
issued and must make reference in the 
auditor’s report to Boone’s report.
d. Rusk may rely on the prior year’s financial 
statements since an unqualified opinion was 
issued and must refer in a middle paragraph 
of the auditor’s report to Boone’s report of 
the prior year.
50. Which of the following is a customary audit 
procedure for the verification of the legal ownership of 
real property?
a. Examination of correspondence with the cor­
porate counsel concerning acquisition matters.
b. Examination of ownership documents regis­
tered and on file at a public hall of records.
c. Examination of corporate minutes and resolu­
tions concerning the approval to acquire 
property, plant and equipment.
d. Examination of deeds and title guaranty 
policies on hand.
51. An auditor generally obtains from a client a formal 
written statement concerning the accuracy of inventory. 
This particular letter of representation is used by the 
auditor to
a. Reduce the scope of the auditor’s physical 
inventory work but not the other inventory 
audit work that is normally performed.
b. Confirm in writing the valuation basis 
used by the client to value the inventory at 
the lower of cost or market.
c. Lessen the auditor’s responsibility for the 
fair presentation of balance sheet inventories.
d. Remind management that the primary respon­
sibility for the overall fairness of the financial 
statements rests with management and not 
with the auditor.
52. Which of the following actions should be avoided 
by a CPA?
a. A CPA, who is in public practice, agrees 
to be the committee chairperson for a local 
fund-raising activity.
b. A CPA, who is an officer of a local bank, 
arranges a loan for another CPA, who is in 
public practice.
c. A CPA, who is in public practice, prepares 
a tax return for a friend without a fee and 
does not sign the return.
d. A CPA, who is retired from public practice, 
accepts a finder’s fee from a public relations 
company for introducing a former client to 
that firm.
53. When examining payroll transactions an auditor is 
primarily concerned with the possibility of
a. Overpayments and unauthorized payments.
b. Posting of gross payroll amounts to incorrect 
salary expense accounts.
c. Misfootings of employee time records.
d. Excess withholding of amounts required 
to be withheld.
54. Under which of the following circumstances would 
it be advisable for the auditor to confirm accounts 
payable with creditors?
a. Internal accounting control over accounts 
payable is adequate and there is sufficient 
evidence on hand to minimize the risk of a 
material misstatement.
b. Confirmation response is expected to be 
favorable and accounts payable balances are 
of immaterial amounts.
c. Creditor statements are not available and 
internal accounting control over accounts 
payable is unsatisfactory.
d. The majority of accounts payable balances 
are with associated companies.
130
Auditing
55. An opinion as to the “ fairness" of financial state­
ment presentation in accordance with generally 
accepted accounting principles is based on several 
judgments made by the auditor. One such judgment is 
whether the accounting principles used
a. Have general acceptance.
b. Are promulgated by the AICPA Auditing 
Standards Executive Committee.
c. Are the most conservative of those available 
for use.
d. Emphasize the legal form of transactions.
56. A CPA firm’s primary purpose for performing 
management advisory services is to
a. Prepare the CPA firm for the changing 
needs and requirements of the business 
community.
b. Establish the CPA firm as a consultant, 
which will enable the CPA firm to ensure 
future viability and growth.
c. Provide advice and technical assistance which 
will enable a client to conduct its business 
more effectively.
d. Enable staff members of the CPA firm to 
acquire the necessary continuing education 
in all areas of business.
57. Internal administrative control includes the over­
all plan of organization and the procedures that are 
concerned with
a. Safeguarding the assets and providing re­
liable financial records.
b. The decision process leading to manage­
ment’s authorization of transactions.
c. The execution of transactions in accordance 
with special or general authorization.
d. Providing reasonable assurance that access 
to assets is permitted only in accordance 
with management authorization.
58. The first standard of field work requires, in part, 
that audit work be properly planned. Proper planning 
as intended by the first standard of field work would 
occur when the auditor
a. Eliminates the possibility of counting inven­
tory items more than once by arranging to 
make extensive test counts.
b. Uses negative accounts receivable confirma­
tions instead of positive confirmations 
because the latter require mailing of second 
requests and review of subsequent cash col­
lections.
c. Compares all cash as of a particular date to 
avoid performing time consuming cash cut­
off procedures.
d. Physically observes the movement of securi­
ties already counted to guard against the 
substitution of such securities for others 
which are not actually on hand.
59. The appearance of independence of a CPA, or 
that CPA’s firm, could be impaired if the CPA
a. Owns a unit in a co-operative apartment 
house, where each unit has a vote in the 
co-operative, and the CPA, who does not 
participate in the management, has been 
retained as the auditor for the co-operative.
b. Joins a trade association, which is a client, 
and serves in a non-management capacity.
c. Accepts a gift from a client.
d. Serves as an executor and trustee of the 
estate of an individual who owned the 
majority of the stock of a closely-held client 
corporation.
60. Statistical sampling generally may be applied to 
test compliance with internal accounting control when 
the client’s internal accounting control procedures
a. Depend primarily on appropriate segrega­
tion of duties.
b. Are carefully reduced to writing and are in­
cluded in client accounting manuals.
c. Leave an audit trail in the form of docu­
mentary evidence of compliance.
d. Enable the detection of material irregularities 
in the accounting records.
Number 4 (Estimated time----- -15 to 25 minutes)
Dodge, CPA, is examining the financial statements 
of a manufacturing company with a significant amount 
of trade accounts receivable. Dodge is satisfied that the 
accounts are properly summarized and classified and 
that allocations, reclassifications, and valuations are 
made in accordance with generally accepted accounting 
principles. Dodge is planning to use accounts-receiv­
able confirmation requests to satisfy the third standard 
of field work as to trade accounts receivable.
Required:
a. Identify and describe the two forms of 
accounts-receivable confirmation requests and indicate 
what factors Dodge will consider in determining when 
to use each.
b. Assume Dodge has received a satisfactory 
response to the confirmation requests. Describe how 
Dodge could evaluate collectibility of the trade accounts 
receivable.
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Toyco, a retail toy chain, honors two bank credit 
cards and makes daily deposits of credit card sales in 
two credit card bank accounts (Bank A and Bank B). 
Each day Toyco batches its credit card sales slips, bank 
deposit slips, and authorized sales return documents, 
and keypunches cards for processing by its electronic 
data processing department. Each week detailed 
computer printouts of the general ledger credit card 
cash accounts are prepared. Credit card banks have 
been instructed to make an automatic weekly transfer 
of cash to Toyco’s general bank account. The credit 
card banks charge back deposits that include sales to 
holders of stolen or expired cards.
The auditor conducting the examination of the
1976 Toyco financial statements has obtained the 
following copies of the detailed general ledger cash 
account printouts, a summary of the bank statements 
and the manually prepared bank reconciliations, all for 
the week ended December 31, 1976.
Number 5 (Estimated tim e----- -15 to 30 minutes)
Toyco
DETAILED GENERAL LEDGER CREDIT CARD 
CASH ACCOUNT PRINTOUTS
For the Week Ended December 31, 1976
Bank A Bank B
Dr. o r  (Cr.) Dr. o r  (Cr.)
Beginning Balance
- December 2 4 , 1976 $12,100 $ 4,200
Deposits
- December 2 7 , 1976 2,500 5,000
- December 2 8 , 1976 3,000 7,000
- December 2 9 , 1976 0 5,400
- December 3 0 , 1976 1,900 4,000
- December 3 1 , 1976 2,200 6,000
Cash Transfer
- December 2 7 , 1976 (10,700) 0
Chargebacks
- Expired cards (300) ( 1,600)
Invalid deposits (physically
deposited in wrong account) ( 1,400) ( 1,000)
Redeposit of invalid
deposits 1,000 1,400
Sales returns for week ending
December 3 1 , 1976 (600) ( 1,200)
Ending Balance
-December 3 1 , 1976 $ 9,700 $29,200
Toyco
SUMMARY OF THE BANK STATEMENTS
For the Week Ended December 31, 1976
Bank A Bank B
(Charges) or Credits
Beginning Balance
- December 2 4 , 1976 $10,000 $ 0
Deposits dated
- December 2 4 , 1976 2,100 4,200
- December 2 7 , 1976 2,500 5,000
- December 2 8 , 1976 3,000 7,000
- December 2 9 , 1976 2,000 5,500
- December 3 0 , 1976 1,900 4,000
Cash transfers to general 
bank account
- December 2 7 , 1976 (10,700) 0
- December 3 1 , 1976 0 (22,600)
Chargebacks
- Stolen cards (100) 0
- Expired cards (300) ( 1,600)
Invalid deposits ( 1,400) ( 1,000)
Bank service charges 0 (500)
Bank charge (unexplained) (400) 0
Ending Balance
- December 3 1 , 1976 $ 8,600 $ 0
Toyco
BANK RECONCILIATIONS
For the Week Ended December 31, 1976
Code
No. Bank A Bank B
Add or (Deduct)
1. Balance per bank statement 
- December 3 1 , 1976 $8,600 $ 0
2. Deposits in transit 
- December 3 1 , 1976 2,200 6,000
3. Redeposit of invalid de­
posits - (physically de­
posited in wrong account) 1,000 1,400
4. Difference in deposits of 
December 2 9 , 1976 (2,000) (100)
5. Unexplained bank charge 400 0
6. Bank cash transfer not yet 
recorded 0 22,600
7. Bank service charges 0 500
8. Chargebacks not recorded 
-Stolen cards 100 0
9. Sales returns recorded but 
not reported to the bank (600) ( 1,200)
10. Balance per general ledger 
- December 3 1 , 1976 $9,700 $29,200
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Required:
Based on a review of the December 31, 1976, bank 
reconciliations and the related information available in 
the printouts and the summary of bank statements, 
describe what action(s) the auditor should take to 
obtain audit satisfaction for each item on the bank rec­
onciliations.
Assume that all amounts are material and all 
computations are accurate.
Organize your answer sheet as follows using the 
appropriate code number for each item on the bank 
reconciliations:
Code
No.
Action(s) to be taken by the auditor to 
obtain audit satisfaction
1.
Number 6 (Estimated time----- -15 to 25 minutes)
Leer, CPA, has discussed various reporting 
considerations with three of Leer's audit clients. The 
three clients presented the following situations and 
asked how they would affect the audit report.
1. A client has changed its concept of ‘‘funds’’ on 
its statement of changes in financial position. Both Leer 
and the client agree that the new concept of “ funds” is 
a more meaningful presentation. In prior years, when 
Leer issued an unqualified report on the client’s 
comparative financial statements, this statement 
showed the net change in working capital, whereas in 
the current year the statement shows net change in 
cash balance. The client agrees with Leer that the 
change is material but believes the change is obvious to 
readers and need not be discussed in the footnotes to 
the financial statements or in Leer’s report. The client 
is issuing comparative statements but wishes only to 
restate the prior year’s statement to conform to the 
current format.
2. A client has a loan agreement that restricts the 
amount of cash dividends that can be paid and requires 
the maintenance of a particular current ratio. The client 
is in compliance with the terms of the agreement and it 
is not likely that there will be a violation in the 
foreseeable future. The client believes there is no need 
to mention the restriction in the financial statements 
because such mention might mislead the readers.
3. During the year, a client correctly accounted for 
the acquisition of a majority-owned domestic subsidiary 
but did not properly present the minority interest in 
retained earnings or net income of the subsidiary in the 
consolidated financial statements. The client agrees 
with Leer that the minority interest presented in the 
consolidated financial statements is materially mis­
stated but takes the position that the minority share­
holders of the subsidiary should look to that sub­
sidiary’s financial statements for information con­
cerning their interest therein.
Required:
Each of the situations above relates to one of the 
four generally accepted auditing standards of re­
porting.
Identify and describe the applicable generally 
accepted auditing standard (GAAS) of reporting in each 
situation and discuss how the particular client situation 
relates to the standard and to Leer’s report.
Organize your answer sheet as follows:
Situation
No.
Applicable 
GAAS of 
Reporting
Discussion o f Relationship 
o f Client Situation to 
Standard o f Reporting and 
to Leer's Report.
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During the course of an audit engagement, a CPA 
attempts to obtain satisfaction that there are no 
material misstatements in the accounts receivable of a 
client. Statistical sampling is a tool that the auditor 
often uses to obtain representative evidence to achieve 
the desired satisfaction. On a particular engagement an 
auditor determined that a material misstatement in a 
population of accounts would be $35,000. To obtain 
satisfaction the auditor had to be 95% confident that 
the population of accounts was not in error by $35,000. 
The auditor decided to use unrestricted random 
sampling with replacement and took a preliminary 
random sample of 100 items (n) from a population of
1,000 items (N). The sample produced the following 
data:
Arithmetic mean of sample items (x) $4,000
Standard deviation of sample items (SD) $ 200
Number 7 (Estimated tim e----- -15 to 25 minutes) Required:
a. Define the statistical terms “ reliability” and 
“precision” as applied to auditing.
b. If all necessary audit work is performed on 
the preliminary sample items and no errors are 
detected,
(1) What can the auditor say about the total 
amount of accounts receivable at the 95% 
reliability level?
(2) At what confidence level can the auditor say 
that the population is not in error by $35,000?
c. Assume that the preliminary sample was 
sufficient,
(1) Compute the auditor’s estimate of the 
population total.
(2) Indicate how the auditor should relate this 
estimate to the client’s recorded amount.
The auditor also has available the following in­
formation:
Standard error of the mean (SE) =  SD ÷ 
Population precision (P) =  N x R x SE
Partial List o f Reliability Coefficients 
I f  Reliability Then Reliability 
Coefficient (R) is __ i s
1.70
1.75
1.80
1.85
1.90
1.95
1.96 
2.00 
2.05 
2.10 
2.15
91.086%
91.988
92.814
93.568
94.256
94.882
95.000
95.450
95.964
96.428
96.844
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and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN BUSINESS LAW 
(Commercial La w )
May 6, 1977; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5 
No. 6 
No. 7
25 30
25 30
25 30
20 25
25 30
20 25
35 40
Total 175 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Number 1 (Estimated time----- -25 to 30 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
99. The text of a letter from Bridge Builders, Inc., 
to Allied Steel Co. follows:
We offer to purchase 10,000 tons of 
No. 4 steel pipe at today’s quoted price for 
delivery two months from today. Your ac­
ceptance must be received in five days.
What type of contract did Bridge Builders intend 
to create?
a. Express.
b. Unilateral.
c. Bilateral.
d. Joint.
Answer Sheet
99. a. b. c.
Items to be Answered
1. The Securities and Exchange Commission is not 
empowered to
a. Obtain an injunction which will suspend 
trading in a given security.
b. Sue for treble damages.
c. Institute criminal proceedings against ac­
countants.
d. Suspend a broker-dealer.
2. One of the major purposes of federal security 
regulation is to
a. Establish the qualifications for accountants 
who are members of the profession.
b. Eliminate incompetent attorneys and ac­
countants who participate in the registra­
tion of securities to be offered to the public.
c. Provide a set of uniform standards and tests 
for accountants, attorneys and others who 
practice before the Securities and Exchange 
Commission.
d. Provide sufficient information to the invest­
ing public who purchases securities in the 
marketplace.
3. Under the Securities Act of 1933, subject to 
some exceptions and limitations, it is unlawful to use 
the mails or instruments of interstate commerce to 
sell or offer to sell a security to the public unless
a. A surety bond sufficient to cover potential 
liability to investors is obtained and filed 
with the Securities and Exchange Com­
mission.
b. The offer is made through underwriters 
qualified to offer the securities on a nation­
wide basis.
c. A registration statement has been properly 
filed with the Securities and Exchange 
Commission, has been found to be accept­
able, and is in effect.
d. The Securities and Exchange Commission 
approves of the financial merit of the of­
fering.
4. Under which of the following circumstances is 
a public offering of securities exempt from the regis­
tration requirements of the Securities Act of 1933?
a. There was a prior registration within one 
year.
b. The corporation is a public utility subject to 
regulation by the Federal Power Commis­
sion.
c. The corporation was closely held prior to 
the offering.
d. The issuing corporation and all prospective 
security owners are located within one state, 
and the entire offering, sale, and distribu­
tion is made within that state.
5. The Devon Insurance Company issued a $50,000 
whole life insurance policy to Finn. Finn’s age was 
incorrectly stated in the application, and, as a result, 
she paid a smaller premium than that applicable to 
her age. Devon denies liability asserting as its de­
fense a material misrepresentation by Finn. Under 
the circumstances, how much will Finn’s beneficiary 
collect?
a. The entire amount of the policy if the incon­
testable clause applies.
b. Nothing, unless the beneficiary can Estab­
lish that Finn was unaware of her correct 
age.
c. The amount of insurance that the premium 
would have purchased if the correct age 
had been stated.
d. The amount of premium Finn paid during 
her lifetime with interest at the legal rate.
6. Dey purchases a life insurance policy on Adam’s 
life and names Jones as beneficiary. Who must have 
an insurable interest for this policy to be valid and at 
what time?
a. Jones at the inception of the policy.
b. Jones at the time of death.
c. Dey at the inception of the policy.
d. Dey at the time of death.
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7. Arthur Cox purchased a $100,000 twenty-year 
life insurance policy. In filling out the application, he 
erroneously but unintentionally answered one of the 
questions regarding his prior medical history incor­
rectly. The question required the applicant to list “ any 
and all occasions within the past five years in which 
he was hospitalized.” His response was “ none.” 
However, he had in fact been hospitalized four years 
previously in connection with the removal of an im­
pacted wisdom tooth. The policy stated that all rep­
resentations in the application were to be strictly en­
forced, constituted warranties, and were incorporated 
by reference into the policy. It also contained a two 
year incontestable clause. Less than two years after 
obtaining the policy, Cox suffered a fatal heart attack. 
The insurance company denies liability under the 
policy and Cox’s beneficiary sues for payment. Under 
the circumstances, what outcome should Cox’s bene­
ficiary expect?
a. Win because Cox lived for a period of one 
year after issuance of the policy.
b. Lose because warranties are strictly con­
strued against the warrantor.
c. Win because the misrepresentation was 
unintentional and immaterial.
d. Lose despite the fact that the misrepresent­
ation was innocent and immaterial in that 
the law treats such contracts as voidable.
11. A corporation may not redeem its own shares 
when it
a. Is currently solvent but has been insolvent 
within the past five years.
b. Is insolvent or would be rendered insolvent 
if the redemption were made.
c. Has convertible debt that is publicly traded.
d. Has mortgages and other secured obliga­
tions equal to 50 percent of its stated capital.
12. The consideration for the issuance of shares by 
a corporation may not be paid in
a. Services actually performed for the cor­
poration.
b. Services to be performed for the corpora­
tion.
c. Tangible property.
d. Intangible property,
13. Which of the following classes of employees is 
exempt from both the minimum wage and maximum 
hours provisions of the Federal Fair Labor Standards 
Act?
a. Members of a labor union.
b. Administrative personnel.
c. Hospital workers.
d. No class of employees is exempt.
8. The usual fire insurance policy does not
a. Have to meet the insurable interest test if 
this requirement is waived by the parties.
b. Permit assignment of the policy prior to loss 
without the consent of the insurer.
c. Provide for subrogation of the insurer to 
the insured’s rights upon payment of the 
amount of the loss covered by the policy.
d. Cover losses caused by the negligence of 
the insured’s agent.
9. Which of the following persons does not have 
the requisite insurable interest in real property?
a. The dominant shareholder of a corporation 
which holds title to the property.
b. The owner of a twenty-year leasehold.
c. An unsecured creditor of the owner of the 
property.
d. The remainderman in respect to property 
which was willed to one person for life and 
upon that person’s death to the remainder­
man.
10. The consideration received by a corporation 
when issuing shares of stock shall constitute stated 
capital to the extent of the par value of the shares, 
and any excess shall constitute
a. Treasury shares.
b. Earned surplus.
c. Restricted surplus.
d. Capital surplus.
14. The Jax Corporation owned and operated a mod­
em, highly efficient sawmill. Forrester was one of 
its saw operators. Jax Corporation was subject to 
periodic inspections of its operations by both govern­
mental and insurance company inspectors regarding 
its safety standards. It was agreed by virtually every­
one involved in examining Jax’s safety standards 
and equipment that they were outstanding and far 
above the minimum level which most other mills in 
the state met. Forrester was an employee of long 
standing and a man of firm convictions. He believed 
that many of the rules and required safety equipment 
were nothing more than a “bloody nuisance.” 
Forrester repeatedly disregarded them when he could 
do so without being caught. Unfortunately, one day 
Forrester was seriously injured while using a power 
saw. He lost his left hand. Had he followed proper 
procedures and used the required safety equipment 
the injury would not have occurred. What circum­
stance described above would preclude Forrester 
from recovering under workmen’s compensation?
a. Forrester’s gross negligence.
b. Agreement by all inspectors that safety 
standards were outstanding and far above 
minimum levels.
c. Forrester’s disregard of safety standards 
only when he could do it without being 
caught.
d. None of the circumstances described above 
would preclude Forrester’s recovery under 
workmen’s compensation.
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15. Randolph Corporation would like to pay cash 
dividends on its common shares outstanding. Under 
corporate law, Randolph may not pay these dividends 
if it is insolvent or would be rendered so by the pay­
ment. For this purpose, an insolvent corporation is 
one which
a. Is unable to pay its debts as they become 
due in the usual course of its business.
b. Has an excess of liabilities over assets.
c. Has an excess of current liabilities over cur­
rent assets.
d. Has a deficit in earned surplus.
16. Which of the following payments is provided 
for under the Federal Fair Labor Standards Act?
a. Double-time pay for employees who work 
on Sunday if this is in excess of 40 hours 
worked during the week.
b. Payments of less than the minimum wage 
if the employees are represented by a bona 
fide union.
c. Piece-rate method in lieu of an hourly rate.
d. Penalty bonus to employees who work in 
excess of the maximum number of hours 
per day as set by the Act.
Number 2 (Estimated tim e----- -25 to 30 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
Items to be Answered
17. Your client, Commercial Factors, Inc., pur­
chased for $1,500 a $2,000 promissory note payable 
in two years. It paid $500 initially and promised 
to pay the balance ($1,000) within 10 days. Before 
Commercial Factors paid the balance, it learned that 
the note had been obtained originally by fraudulent 
misrepresentations which induced the maker to issue 
it. To what extent will Commercial Factors be con­
sidered a holder in due course?
a. Commercial Factors is not a holder in due 
course because of the 25% discount.
b. Commercial Factors will qualify as a hold­
er in due course for $2,000 if it pays the 
additional $1,000.
c. Commercial Factors will only qualify as a 
holder in due course to the extent of $500 
regardless of whether it pays the additional 
$1,000.
d. Commercial Factors will qualify as a holder 
in due course to the extent of $1,500.
18. Kenneth Nelson has a negotiable check in his 
possession. It was originally payable to the order of 
Donna Baker. The back of the instrument contained 
the following indorsements:
Donna Baker
Harold Sharp, without recourse
Pay Kenneth Nelson
Judy Lally
For deposit only
Kenneth Nelson
Which of the following statements is true with 
respect to these indorsements?
a. Kenneth Nelson’s restrictive indorsement 
“ for deposit only” does not prevent further 
negotiation.
b. Kenneth Nelson cannot be a holder in due 
course because of Sharp’s indorsement.
c. Harold Sharp eliminates all potential liabil­
ity to himself via the “without recourse” 
indorsement.
d. Once Donna Baker signed the instrument 
in blank, it became a bearer instrument 
and remained so despite the subsequent 
indorsements.
19. Arthur Fox purchased a large order of business 
supplies from Spencer & Company by paying 10% 
in cash and giving Spencer & Company the follow­
ing instrument to cover the balance due:
Los Angeles, Calif. 
February 2 ,  1977
For value received, I, Arthur Fox, hereby promise 
to pay my debt of One thousand thirty and 
26/100’s dollars ($1,030.26) to Spencer & 
Company or to their order. The instrument is due 
not later than March 2, 1978, but the maker may 
at his option pay within one month of the date of 
this instrument and receive a 1% discount.
Which of the following is true with respect to 
this instrument?
a. The instrument is a trade draft.
b. Since Fox can pay earlier than the due 
date, the instrument is thereby rendered 
non-negotiable.
c. The language “ For value received” is 
necessary in order to satisfy the require­
ments of negotiability.
d. The instrument is negotiable.
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20.
No. 111
DIANA DAVIDSON
21 West 21st Street 
Toronto, Canada
April 1, 1977
Pay to the 
order of Stanley Stark $1,000.00
One thousand & no/100's Canadian Dollars
 
Diana Davidson
FIRST NATIONAL TRUST 
Buffalo, New York
For Finder's Fee
After examining the above instrument, which of 
the following conclusions is correct?
a. It is non-negotiable because it is payable 
in Canadian money.
b. It is a demand instrument but does not 
qualify as a negotiable instrument, because 
it is drawn in Canada and payable by a 
bank in the United States.
c. The instrument is a negotiable foreign 
check (draft), and in the event of dishonor 
a formal protest must be made by the party 
seeking recovery.
d. Diana Davidson is the maker of the instru­
ment and as such is primarily liable thereon.
21. Which of the following is a characteristic of a 
restrictive indorsement?
a. It cannot preclude further transfer or nego­
tiation although it purports to do so.
It cannot be conditional at the same time.
It prevents the party taking the instrument 
via such an indorsement from becoming a 
holder in due course.
It releases the indorser from liability on 
the instrument in the event of non-payment 
by the party obligated to pay it.
22. What fiduciary duty, if any, exists in an agency 
relationship?
a. The principal owes a fiduciary duty to his 
agent.
b. The agent owes a fiduciary duty to third 
parties he deals with for and on behalf of 
his principal.
c. The agent owes a fiduciary duty to his prin­
cipal.
d. There is no fiduciary duty in an agency re­
lationship.
b.
c.
d.
23. Star Corporation dismissed Moon, its purchas­
ing agent. Star published a notice in appropriate 
trade journals which stated: “ This is to notify all 
parties concerned that Moon is no longer employed 
by Star Corporation, and the corporation assumes 
no further responsibility for his acts.” Moon called 
on several of Star’s suppliers with whom he had pre­
viously dealt, and when he found one who was un­
aware of his dismissal, he placed a substantial order 
for merchandise to be delivered to a warehouse in 
which Moon rented space. Star had rented space in 
the warehouse in the past when its storage facilities 
were crowded. Moon also called on several suppliers 
with whom Star had never dealt and made purchases 
from them on open account in the name of Star. The 
merchandise purchased by Moon was delivered to the 
warehouse. Moon then sold all the merchandise and 
absconded with the money. Which of the following 
most accurately describes the legal implications of this 
situation?
a. Moon had apparent authority to make con­
tracts on Star’s behalf with suppliers with 
whom Moon was currently dealing as Star’s 
agent if they had no actual knowledge of 
his dismissal.
b. The suppliers who previously had no deal­
ings with Star can enforce the contracts 
against Star if the suppliers had no actual 
knowledge of Moon’s lack of authority.
c. Star is liable on the Moon contracts to all 
suppliers who had dealt with Moon in the 
past as Star’s agent and who have not re­
ceived personal notice, even though they 
had read the published notice.
d. Constructive notice by publication in the 
appropriate trade journals is an effective 
notice to all third parties regardless of 
whether they had previously dealt with 
Moon or read the notice.
24. Brian purchased an electric typewriter from 
Robert under a written contract. The contract pro­
vided that Robert retained title until the purchase 
price was fully paid and granted him the right to re­
possess the typewriter if Brian failed to make any of 
the required ten payments. Arthur, an employee of 
Robert, was instructed to repossess the machine on 
the basis that Brian had defaulted in making the 
third payment. Arthur took possession of the type­
writer and delivered it to Robert. It was then discov­
ered that Brian was not in default. Which of the fol­
lowing conclusions is supported by the above facts?
a. Arthur is not liable to Brian.
b. Brian can sue either or both Arthur and 
Robert for damages, but can collect only 
once.
c. Neither party is liable since it was appar­
ently an honest mistake.
d. If Arthur is sued and must pay the judg­
ment obtained against him, he has no rights 
against Robert.
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25. Price has in his possession an otherwise nego­
tiable instrument which reads:
“ I, Waldo, hereby promise to pay to 
the order of Mark or bearer....”
Which of the following is true with respect to the above 
instrument?
a. Mark’s signature is required to negotiate 
the instrument.
b. The instrument is non-negotiable.
c. If Mark indorses the instrument, Mark as­
sumes potentially greater liability to sub­
sequent transferees than if Mark transfers 
it by mere delivery.
d. Since the instrument is payable to Mark’s 
order, it is a draft.
26. Which of the following is a characteristic of the 
“without recourse” indorsement?
a. It can only be used where the instrument 
is a draft.
b. It puts the person acquiring it on notice of 
some defect or defense which could be as­
serted against the transferee of the instru­
ment.
c. It modifies but does not completely elimi­
nate the indorser’s warranty liability to 
subsequent holders.
d. It will not limit the indorser’s liability to 
an immediate transferee.
27. Wilkinson is a car salesman employed by 
Fantastic Motors, Inc. Fantastic instructed Wilkinson 
not to sell a specially equipped and modified car 
owned by the company. Fantastic had decided to use 
this car as a “ super” demonstrator to impress poten­
tial purchasers. The car had just arrived from Detroit, 
had been serviced, and was parked alongside other 
similar models. Barkus “ fell in love” with the car and, 
after some negotiation with Wilkinson, signed a con­
tract to purchase the car. Barkus gave Wilkinson a 
check for 20% of the purchase price and executed a 
note and a purchase money security agreement. 
Wilkinson forged Fantastic’s name on the check and 
disappeared. Fantastic seeks to repossess the car 
from Barkus. What is the probable outcome based 
on the above facts?
a. Fantastic will be permitted to repossess the 
car but must compensate Barkus for any in­
convenience.
b. Barkus will be permitted to keep the car if 
Barkus assumes the loss on the check given 
to Wilkinson.
c. Fantastic will be permitted to repossess 
the car because there was an express pro­
hibition against the sale of this car.
d. Barkus will be permitted to keep the car 
because Wilkinson had the apparent au­
thority to bind Fantastic to the contract of 
sale.
28. On March 15, 1977, Smith received an oral offer to 
work as an account executive for Wonder Stock 
Brokerage Company. Smith orally accepted the offer on 
April 1, 1977, and agreed to begin work on May 1, 1977. 
The duration of the contract was one y ear from May 1,
1977, and provided a $20,000 salary plus a bonus based 
on commissions earned. Under these circumstances, 
which of the following is true?
a. Smith has an agency coupled with an in­
terest.
b. The contract in question is not subject to 
the statute of frauds.
c. Smith would be permitted to delegate his 
performance to another equally competent 
person.
d. Although Smith’s contract is silent on the 
point, Smith has an implied right to reim­
bursement for the reasonable and necessary 
expenses incurred on behalf of Wonder.
29. Jane Luft, doing business as Luft Enterprises, 
owned a tract of land upon which she had intended 
to build an additional retail outlet. There is an exist­
ing first mortgage of $70,000 on the property which 
is held by the First County National Bank. Luft de­
cided not to expand, and a buyer, Johnson, offered 
$150,000 for the property. Luft accepted and receiv­
ed a certified check for $80,000 plus a signed state­
ment by Johnson promising to pay the existing mort­
gage. What are the legal rights of the indicated 
parties?
a. Luft remains liable to First County despite 
Johnson’s promise to pay.
b. First County must first proceed against 
Johnson on the mortgage before it has any 
rights against Luft.
c. The delegation of the debt is invalid if 
Johnson does not have a credit rating 
roughly comparable to Luft’s.
d. The bank is the incidental beneficiary of 
Johnson’s promise to pay the mortgage.
30. Ludwig was approached by Cranston to borrow 
$10,000. Ludwig demanded that a surety be obtain­
ed. Marcross agreed to act as the surety on the loan. 
Upon default by Cranston, which of the following 
defenses would defeat Ludwig’s claim against 
Marcross?
a. Fraud by Cranston in obtaining Marcross’s 
surety undertaking.
b. Tender of performance by Cranston to 
Ludwig, which was refused.
c. The fact that Cranston was in unsound fi­
nancial condition at the time the loan was 
made.
d. Lack of consideration given by Ludwig to 
Marcross in obtaining the surety under­
taking.
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31. A surety will not be liable on an undertaking if
a. The principal is a minor.
b. The underlying obligation was illegal.
c. The principal was insolvent at the time of 
the surety’s agreement to act as surety.
d. The surety was mistaken as to the legal 
implications of the surety agreement.
32. What rights or defenses does a co-surety have?
a. The same legal rights against fellow sureties 
as a surety would have against a sub-surety.
b. The same rights as a single surety would 
have, but in addition, has the right of con­
tribution from co-sureties.
c. A defense against liability for more than a 
proportionate share of the undertaking.
d. A defense against liability unless all co­
sureties are sued jointly.
Number 3 (Estimated tim e----- -25 to 30 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
Items to be Answered
33. The parol evidence rule prohibits contradiction of 
a written contract through the proof of
a. A previous oral contract.
b. A subsequent written contract.
c. The meaning or clarification of the contract’s 
terms.
d. A subsequent oral contract.
34. A contract was created by a false representation of 
a material fact. The fact was known to be false by the 
person making the representation, and there was an 
intent to deceive the party who relied on the 
representation to his detriment. This contract is void­
able on the basis of
a. Undue influence.
b. Fraud.
c. Duress.
d. Negligence.
35. A contract effecting an unreasonable restraint of 
trade is invalid or void as against public policy, but a 
contract containing a covenant not to compete is valid if 
it is
a. In writing.
b. Filed with the Attorney General.
c. Reasonable as to area and time.
d. For services.
36. Which of the following is true with respect to an 
easement created by an express grant?
a. The easement will be extinguished upon 
the death of the grantee.
b. The easement cannot be sold or transferred 
by the owner of the easement.
c. The easement gives the owner of the ease­
ment the right to the physical possession of 
the property subject to the easement.
d. The easement must be in writing to be valid.
37. Donaldson, Inc., loaned Watson Enterprises 
$50,000 secured by a real estate mortgage which 
included the land, buildings, and “ all other property 
which is added to the real property or which is con­
sidered as real property as a matter of law.” Wilkins 
also loaned Watson $25,000 and obtained a security 
interest in all of Watson’s “ inventory, accounts 
receivables, fixtures, and other tangible personal 
property.” Watson defaulted and there is insufficient 
property to fully satisfy the two creditors. There is some 
doubt as to the nature of certain property and 
Donaldson is attempting to include all the property 
under the terms and scope of its real property mort­
gage. What is the probable outcome for Donaldson?
a. Donaldson will prevail in that real property 
is preferred over personal property.
b. Assuming Donaldson was the first lender 
and duly filed its real property mortgage, 
Donaldson will prevail in respect to all prop­
erty necessary to satisfy its $50,000 loan.
c. If the fixtures in question are detachable 
trade fixtures, Donaldson will not prevail in 
its attempt to include them.
d. The problem will be decided by taking all of 
Watson’s property (real and personal) subject 
to the two secured creditors' claims and divid­
ing it in proportion to the respective debts.
38. Under certain circumstances personal property 
may be converted into and become a part of real 
property. Which of the following is least relevant in 
ascertaining whether this has occurred?
a. The mode and degree of annexation.
b. The use and purpose the property serves in 
relation to the real property.
c. The legal formalities which the parties satis­
fied in relation to the property in question, 
such as a signed, sealed, and witnessed 
document.
d. The actual intent of the parties.
39. A joint tenant’s interest in real property
a. Can only be created by deed.
b. Need not be created at the same time nor 
pursuant to the same instrument.
c. Will not pass under the laws of intestate 
succession.
d. Cannot be sold or severed during the life of 
the joint tenancy.
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40. Abrams owned a fee simple absolute interest in 
certain real property. Abrams conveyed it to Fox for 
Fox’s lifetime with the remainder interest upon Fox’s 
death to Charles. What are the rights of Fox and 
Charles in the real property?
a. Charles may not sell his interest in the prop­
erty until the death of Fox.
b. Fox has a possessory interest in the land and 
Charles has a future interest.
c. Charles must outlive Fox in order to obtain 
any interest in the real property.
d. Any conveyance by either Fox or Charles 
must be joined in by the other party in order 
to be valid.
41. Madison died 15 years after executing a valid 
will. He named his son, Walker, as the executor of his 
will. He left two-thirds of his estate to his wife and the 
balance equally to his children. Which of the following 
is a right or duty of Walker as executor?
a. Walker must post a surety bond even if a 
provision in the will attempts to exempt him 
from this responsibility.
b. Walker has an affirmative duty to discover, 
collect, and distribute all the decedent’s 
assets.
c. If the will is silent on the point, Walker has 
complete discretion insofar as investing the 
estate’s assets during the term of his admin­
istration.
d. Walker can sell real property without a court 
order, even though he has not been expressly 
authorized to do so.
42. Under a contract for sale on approval, unless 
otherwise agreed, what happens to “ risk of loss” and 
“ title” upon delivery to the buyer?
a. Risk of loss but not title passes to buyer.
b. Title but not risk of loss passes to buyer.
c. Risk of loss and title pass to buyer.
d. Neither risk of loss nor title pass to buyer.
43. On July 14, 1976, Seeley Corp. entered into a 
written agreement to sell to Boone Corp. 1,200 cartons 
of certain goods at $.40 per carton, delivery within 30 
days. The agreement contained no other terms. On July
15, 1976, Boone and Seeley orally agreed to modify 
their July 14 agreement so that the new quantity 
specified was 1,500 cartons, same price and delivery 
terms. What is the status of this modification?
a. Enforceable.
b. Unenforceable under the statute of frauds.
c. Unenforceable for lack of consideration.
d. Unenforceable because the change is sub­
stantial.
44. Fitz decided to purchase a two-acre tract in an in­
dustrial park from Expansion, Inc., the developer. The 
usual contract of sale was drafted and signed by the 
parties. However, it was silent in respect to marketable 
title and the type of deed to be delivered at the closing. 
What effect does the omission of these items from the 
contract have?
a. The contract is subject to an implied covenant 
that Fitz will receive marketable title at the 
closing.
b. Expansion must deliver a warranty deed with 
full covenants.
c. In the event Expansion decides to withdraw 
the property from the market because of 
rising land prices, Fitz could obtain damages 
but not specific performance.
d. Fitz should have a title search within 30 days 
after the closing in order to make sure the 
title is clear.
45. In connection with a contract for the sale of goods, 
in which of the following ways can the implied warranty 
of merchantability be excluded by the seller?
a. By an oral statement which mentions mer­
chantability.
b. By a written statement without mentioning 
merchantability.
c. By an oral statement which does not mention 
merchantability.
d. By an inconspicuous written statement which 
mentions merchantability.
46. In connection with risk and expense associated 
with the delivery of goods to a carrier for shipment 
under a sales contract, the term “F.O.B. the place of 
shipment’’ means that
a. The seller bears the risk but not the expense.
b. The buyer bears the risk but not the expense.
c. The seller bears the risk and expense.
d. The buyer bears the risk and expense.
47. In connection with risk and expense associated 
with the delivery of goods to a destination under a sales 
contract, the term “ F.O.B. place of destination” means 
that
a. The seller bears the risk and expense.
b. The buyer bears the risk and expense.
c. The seller bears the risk but not the expense.
d. The buyer bears the risk but not the expense.
48. In connection with a contract for the sale of goods, 
the term “ C.I.F.” means that the price includes
a. The cost of the goods exclusive of insurance 
and freight.
b. The cost of the goods plus freight but exclu­
sive of insurance.
c. The cost of the goods plus insurance but 
exclusive of freight.
d. The cost of the goods, freight, and insurance.
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Number 4 (Estimated time----- -20 to 25 minutes)
The CPA firm of Martinson, Brinks & Sutherland, 
a partnership, was the auditor for Masco Corporation, 
a medium-sized wholesaler. Masco leased warehouse 
facilities and sought financing for leasehold improve­
ments to these facilities. Masco assured its bank that 
the leasehold improvements would result in a more ef­
ficient and profitable operation. Based on these assur­
ances, the bank granted Masco a line of credit.
The loan agreement required annual audited 
financial statements. Masco submitted its 1975 au­
dited financial statements to the bank which showed 
an operating profit of $75,000, leasehold improve­
ments of $250,000, and net worth of $350,000. In reli­
ance thereon, the bank loaned Masco $200,000. The 
audit report which accompanied the financial state­
ments disclaimed an opinion because the cost of the 
leasehold improvements could not be determined from 
the company’s records. The part of the audit report 
dealing with leasehold improvements reads as follows;
Additions to fixed assets in 1975 were found 
to include principally warehouse improve­
ments. Practically all of this work was done 
by company employees and the cost of ma­
terials and overhead were paid by Masco. 
Unfortunately, fully complete detailed cost 
records were not kept of these leasehold 
improvements and no exact determination 
could be made as to the actual cost of said 
improvements. The total amount capital­
ized is set forth in note 4.
In late 1976 Masco went out of business, at which 
time it was learned that the claimed leasehold im­
provements were totally fictitious. The labor ex­
penses charged as leasehold improvements proved 
to be operating expenses. No item of building ma­
terial cost had been recorded. No independent in­
vestigation of the existence of the leasehold improve­
ments was made by the auditors.
If the $250,000 had not been capitalized, the in­
come statement would have reflected a substantial 
loss from operations and the net worth would have 
been correspondingly decreased.
The bank has sustained a loss on its loan to 
Masco of $200,000 and now seeks to recover damages 
from the CPA firm, alleging that the accountants neg­
ligently audited the financial statements.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
a. Will the disclaimer of opinion absolve the 
CPA firm from liability?
b. Are the individual partners of Martinson, 
Brinks & Sutherland, who did not take part in the audit, 
liable?
c. Briefly discuss the development of the 
common law regarding the liability of CPAs to third 
parties.
Number 5 (Estimated tim e----- -25 to 30 minutes)
Part a. Elwynn, Mitchell, and Grady formed a 
partnership to assemble and market lamps. After 
renting delivery trucks for several years the partnership 
was able to accumulate sufficient cash to purchase 
three delivery trucks. The title to the trucks was placed 
in the partnership name. Six months after the trucks 
were purchased, Grady sold one of the trucks and 
retained the proceeds on the basis that one of the three 
trucks belonged to him. The other partners disagreed 
and sought to regain title to the truck from the buyer or 
recover the proceeds from Grady.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Discuss the distinction between “ partnership 
property” and a “ partnership interest.” Include in 
your discussion reasons for the legal importance of the 
distinction.
2. Under what circumstances will the partnership 
succeed in regaining title to the truck from the buyer?
3. If the partnership does not regain title to the 
truck from the buyer, may it recover the proceeds from 
Grady?
Part b. The Minlow, Richard, and Jones partner­
ship agreement is silent on whether the partners may 
assign or otherwise transfer all or part of their 
partnership interests to an outsider. Richard has 
assigned his partnership interest to Smith, a personal 
creditor, and as a result the other partners are furious. 
They have threatened to remove Richard as a partner, 
not admit Smith as a partner, and bar Smith from 
access to the firm’s books and records.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Can Minlow and Jones successfully implement 
their threats? Discuss the rights of Richard and Smith 
and the effects of the assignment on the partnership.
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Part a. During the audit of the accounts 
receivable of the Flint Charcoal Company, it was 
learned that one of the customers, Cranston, refused to 
pay for the charcoal purchased over the past six 
months. An analysis of the correspondence revealed 
the following facts.
Flint is a large manufacturer and distributor of 
charcoal briquettes. It sells the briquettes in interstate 
commerce to wholesalers, jobbers, and directly to retail 
outlets. Several of the wholesalers have recently 
opened up their own retail outlets in the area in which 
Cranston’s store is located. Six months ago, Better Buy 
Charcoal, one of Flint’s major competitors, uniformly 
reduced the price of charcoal briquettes to its 
wholesalers. Better Buy sells exclusively to whole­
salers. When Flint’s wholesale customers learned of 
the cheaper prices offered by Better Buy, they told Flint 
“ it had better lower its prices or they would switch to 
Better Buy.” Flint promptly matched Better Buy’s 
price reduction in order to retain its wholesale 
customers. Flint could not totally justify on a cost basis 
the difference in price at which it sold to wholesalers as 
compared with retailers. Cranston, upon discovering 
the unfavorable price differential, refused to pay on the 
orders he received and notified Flint that he would not 
pay more than the price charged to the wholesalers. 
Cranston warned Flint that if legal action were taken by 
Flint, he would counterclaim for damages based upon 
Flint’s “ illegal pricing policies.”
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What are the legal problems and implications of 
the above facts?
Part b. The CPA firm of Christopher and Diana 
was engaged to audit the books of Starr Antenna 
Company. An examination of Starr’s files revealed the 
threat of a lawsuit by Charles Grimm, the owner of 
Grimm’s TV Sales and Service Company. An analysis of 
the pertinent facts revealed the following.
Grimm’s complaint arose because Grimm could 
not obtain the quantity of television antennas ordered 
from Starr. The three other antenna manufacturers, 
who supplied the tri-state area in which Starr did 
business, would not sell antennas to Grimm. Grimm 
knows that several other retailers are encountering
Number 6 (Estimated tim e----- -20 to 25 minutes) similar problems with Starr and the three major 
competitors. Diana, the partner in charge of the audit, 
found this to be a strange situation and talked with 
Baxter, Starr’s Vice President of Marketing. Baxter 
explained that about a year ago there had been a period 
of “ cutthroat” competition among the four major 
antenna manufacturers involved. In order to avoid a 
repetition of this disastrous situation, they had entered 
into an unwritten gentlemen’s agreement to “ limit 
output per manufacturer to the amount produced in the 
year immediately preceeding that in which the 
cutthroat competition had occurred.” They also agreed 
that each manufacturer would not sell to the 
acknowledged customers of the others. Baxter said 
there was still plenty of competition for new customers 
in the tri-state area and that they were contemplating 
raising the production limitation by 25%. He said that 
“ this arrangement had made life a lot easier and 
profitable for all concerned.” He also indicated that the 
prices charged were “ reasonable” to the purchasers.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What are the legal problems and implications of 
the above facts?
Part c. The General Pen Company is one of the 
largest manufacturers of fountain pens and does 
business in every state in the United States. General 
developed a new line of prestige pens called the 
“ Diamond Line” which it sold at a very high price. In 
order to uphold its prestige and quality appeal, General 
decided to maintain a high resale price. Consequently, 
it obtained agreements from department stores, 
jewelers, and other outlets not to sell the pen below the 
$15 suggested retail price. The Double Discount 
Department Store refused to sign the agreement and 
used the pen as a sales gimmick to attract customers. 
Double advertised and sold Diamond Line pens for $12, 
to which General objected. Double threatened General 
with a treble damage action for price-fixing if it did not 
withdraw its objections.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What are the legal problems and implications of 
the above facts?
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Part a. The MIB Corporation has been petitioned 
into bankruptcy. The petition was filed February 1,
1977. Among its creditors are the following:
A. Viscount Machine Manufacturing, Inc.
Viscount sold MIB two tractor trailers in August
1976, and filed and recorded its financing statement on 
December 15, 1976, after it learned that MIB was in 
severe financial difficulty. The outstanding balance due 
Viscount is $9,000 which is the current fair market 
value of the two tractor trailers. Viscount is attempting 
to repossess the tractor trailers m order to recover its 
outstanding balance.
B. Second National County Bank
Second National holds a first mortgage on the 
real estate where MIB has its principal plant, office, 
and warehouse. The mortgage is for $280,750 repre­
senting the unpaid balance due on the original $350,000 
mortgage. The property was sold for $290,000, its 
fair market value as established by bids received by 
the trustee. The mortgage was taken out two years 
ago and duly filed and recorded at that time.
C. Marvel Supply Company
Marvel, a major supplier of parts, delivered 
$10,000 worth of parts to MIB on January 17, 1977. 
Upon delivery Marvel received 50% cash and insist­
ed on the balance by the end of the month. When the 
balance was not paid, Marvel obtained from MIB a 
duly executed financing statement which Marvel 
filed on February 2, 1977.
D. Sixty-five wage earners
This class of employee is mainly composed of 
the machine operators and others employed in MlB’s 
plant and warehouse. They were not paid for the 
final month. All were paid at the minimum wage 
level and each has a claim for $400 which equals 
$26,000 in total.
E. Federal, state, and local taxing authorities 
MIB owes $6,800 in back taxes.
Number 7 (Estimated time----- -35 to 40 minutes) F. Administration costs
These total $12,000.
Various general creditors
Excluding items A through F stated above, gen­
eral creditors have provable claims of $1,614,900. The 
bankrupt’s total estate consists of $850,000 of assets in 
addition to the real estate described in B.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Discuss the legal implications and the re­
sulting rights of each of the persons or entities de­
scribed above in A through G as a result of the facts 
given and the application of bankruptcy law to them.
2. What is the bankruptcy dividend (percent­
age on the dollar) that each general creditor will re­
ceive? Show calculations in good form.
Part b. You have been assigned by the CPA 
firm of Stanford, Cox & Walsh to audit the accounts 
of Super Appliances, Inc., a retail discount chain. 
Super sells almost exclusively to retail customers in 
the ordinary course of business. It typically requires 
25% as a down payment and takes a promissory note 
and a signed security agreement for the balance. 
However, if the purchase price of the appliance or 
appliances purchased by the customer exceeds $500, 
it arranges with a local financing company, Friendly 
Finance, to have credit extended to the customer. 
In such cases, Friendly supplies the 75% financing 
and takes a promissory note and a signed security 
agreement. A financing statement is neither obtained 
nor recorded by Super or Friendly.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Does Super or Friendly have a “purchase- 
money security interest” in respect to the appliances 
sold to Super’s customers?
2. What is the legal importance of the distinc­
tion between a “ purchase-money security interest” 
and the usual nonpossessory security interest?
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
May 6, 1977; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ...............................
No. 2 ..............................
No. 3 ..................... .........
No. 4 ..............................
No. 5 ..............................
No. 6 ..............................
No. 7 ..............................
Total.......................
Estimated Minutes 
Minimum Maximum
35 40
35 40
20 25
20 25
20 30
20 25
20 25
170 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of issues in financial account­
ing. Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer 
sheet to indicate your answer. Mark  only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
Number 1 (Estimated time----- -35 to 40 minutes)
99. The recommended title for the financial state­
ment which summarizes the results of operations is the
a. Earnings statement.
b. Statement of changes in financial condition.
c. Statement of sources and applications of 
funds.
d. Retained earnings statement.
Answer Sheet
Items to be Answered
1. A company reacquires shares of its own stock and 
reports the transaction in the theoretically correct 
manner. What effect will this transaction have on stock­
holders’ equity and earnings per share respectively?
a. Decrease and decrease.
b. Increase and no effect.
c. Decrease and increase.
d. Increase and decrease.
2. Gilbert Corporation issued a 40% stock split-up of 
its common stock which had a par value of $10 before 
and after the split-up. At what amount should retained 
earnings be capitalized for the additional shares 
issued?
a. There should be no capitalization of retained 
earnings.
b. Par value.
c. Market value on the declaration date.
d. Market value on the payment date.
Items 3 and 4 are based on the following informa­
tion:
A company is required to disclose, usually in the 
footnotes to its financial statements, two main points 
regarding income taxes. First, it must disclose the 
factors causing a deferred tax expense, if any. Second,
it must disclose the factors causing a difference, if any, 
between a tax expense figure computed at the statutory 
rates and its actual tax expense.
3. Which of the following would cause a deferred tax 
expense?
a. Amortization of goodwill.
b. Use of equity method where undistributed 
earnings of a 30% owned investee are related 
to probable future dividends.
c. Premiums paid on insurance carried by 
company (beneficiary) on its officers or 
employees.
d. Income taxed at capital gains rates.
4. Differences between taxable income and pretax 
accounting income arising from transactions that, 
under applicable tax laws and regulations, will not be 
offset by corresponding differences or ‘‘turn around” 
in future periods is a definition of
a. Permanent differences.
b. Timing differences.
c. Intraperiod tax allocation.
d. Interperiod tax allocation.
S. Interperiod income tax allocation is justified by 
the basic theory that income taxes should be treated as 
which of the following?
a. An expense.
A distribution of earnings.
A distribution of earnings for the current 
portion and an expense for the deferred 
portion.
An expense for the current portion and a 
distribution of earnings for the deferred 
portion.
b.
c.
d.
6. A parent corporation which uses the equity 
method of accounting for its investment in a 40% 
owned subsidiary, which earned $20,000 and paid 
$5,000 in dividends, made the following entries:
Investment in subsidiary $ 8,000
Equity in earnings of 
subsidiary $ 8,000
Cash 2,000
Dividend revenue 2,000
What effect will these entries have on the parent’s 
statement of financial position?
a. Financial position will be fairly stated.
b. Investment in subsidiary overstated, retained 
earnings understated.
c. Investment in subsidiary understated, retain­
ed earnings understated.
d. Investment in subsidiary overstated, retained 
earnings overstated.
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7. Price-level adjusted financial statements (general 
purchasing power)have been a controversial issue in ac­
counting. Which of the following arguments in favor of 
such financial statements is not valid?
a. Price-level adjusted financial statements use 
historical cost.
b. Price-level adjusted financial statements 
compare uniform purchasing power among 
various periods.
c. Price-level adjusted financial statements 
measure current value.
d. Price-level adjusted financial statements 
measure earnings in terms of a common 
dollar.
8. There has been considerable discussion regarding 
the nature of accounting principles (standards). One 
source delineates three levels: pervasive, broad oper­
ating, and detailed. Which of these three levels should 
be viewed as composing ‘‘generally accepted account­
ing principles” ?
a. Pervasive only.
b. Pervasive and broad operating only.
c. Broad operating and detailed only.
d. Pervasive, broad operating, and detailed.
9. When discussing asset valuation, the following 
valuation bases are sometimes mentioned: replacement 
cost, exit value, and discounted cash flow. Which of 
these bases should be considered a current-value 
measure?
a. Replacement cost and exit value only.
b. Replacement cost and discounted cash flow 
only.
c. Exit value and discounted cash flow only.
d. Replacement cost, exit value, and discounted 
cash flow.
10. Jamison Corporation’s inventory cost on its state­
ment of financial position was lower using first-in,
Assuming no 
did the cost of
first-out than last-in, first-out. 
beginning inventory, what direction 
purchases move during the period?
a. Up.
b. Down.
c. Steady.
d. Cannot be determined.
11. When valuing raw materials inventory at lower of 
cost or market, what is the meaning of the term 
“ market” ?
a. Net realizable value.
b. Net realizable value less a normal profit 
margin.
c. Current replacement cost.
d. Discounted present value.
12. Which of the following reasons provides the best 
theoretical support for accelerated depreciation?
a. Assets are more efficient in early years and 
initially generate more revenue.
b. Expenses should be allocated in a manner 
that “ smooths” earnings.
c. Repairs and maintenance costs will probably 
increase in later periods, so depreciation 
should decline.
d. Accelerated depreciation provides easier re­
placement because of the time value of 
money.
13. Hardy, Inc., purchased certain plant assets under 
a deferred payment contract. The agreement was to pay 
$10,000 per year for five years. The plant assets should 
be valued at
a. $50,000.
$50,000 plus imputed interest.
Present value of a $10,000 annuity for five 
years at an imputed interest rate.
Present value of a $10,000 annuity for five 
years discounted at the bank prime interest 
rate.
b.
c.
d.
Items 14 and 15 are based on the following in­
formation:
On December 1, 1976, Company B was merged 
into Company A, with Company B going out of ex­
istence. Both companies report on a calendar year 
basis. This business combination should have been 
accounted for as a pooling of interests, but it was mis­
takenly accounted for as a purchase.
14. As a result of this error, what was the effect upon 
Company A’s net earnings for the year ended 
December 31, 1976?
a. Overstated if B had a net loss from 
December 1, 1976, to December 31, 1976.
b. Understated if B had a net loss from Janu­
ary 1 , 1976, to November 30 , 1976.
c. Overstated if B had net earnings from 
December 1, 1976, to December 31, 1976.
d. Understated if B had net earnings from Janu­
ary 1 , 1976, to November 30 , 1976.
15. What was the effect of this error upon Company 
A’s asset valuations at December 1, 1976?
a. Overstated under any circumstances.
b. Understated under any circumstances.
c. Overstated if the fair value of B’s assets 
exceeded their book value.
d. Understated if the fair value of B’s assets 
exceeded their book value.
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16. The stated interest rate on the face of a debt 
instrument affects the issue price of that instrument. If 
the instrument is issued at a premium (assuming no 
other market-place variable) the stated interest rate is
a. At the prevailing market rate.
b. Above the prevailing market rate.
c. Below the prevailing market rate.
d. Not determinable from the information 
given.
17. Which of the following is the best theoretical 
justification for consolidated financial statements?
a. In form the companies are one entity; in 
substance they are separate.
b. In form the companies are separate; in 
substance they are one entity.
c. In form and substance the companies are one 
entity.
d. In form and substance the companies are 
separate.
18. Which of the following characteristics does not 
relate to prior period adjustments?
a. They can be specifically identified with busi­
ness activity of a prior period.
b. They depend primarily on determinations by 
persons other than management.
c. They could not have been reasonably esti­
mated in a prior period.
d. They are attributable to economic events 
occurring subsequent to prior period financial 
statements.
19. Cory Company acquired some machinery on Janu­
ary 2, 1972. Cory was using straight-line depreciation 
with an estimated life of fifteen years with no salvage 
value for this machinery. On January 2 ,  1977, Cory esti­
mated that the remaining life of this machinery was six 
years with no salvage value. How should this change be 
accounted for by Cory?
a. Making a prior period adjustment and chang­
ing to an accelerated depreciation method 
that will compensate for underdepreciation 
in prior years.
b. Estimating the effect of the change on each 
year’s net earnings, but maintaining the 
method of depreciation as originally de­
termined.
c. Revising future depreciation per year to equal 
the book value on January 2, 1977, divided by 
six.
d. Revising future depreciation per year to equal 
the original cost divided by six.
20. Benefits under a pension plan that are not con­
tingent upon an employee’s continuing service are re­
ferred to as
a. Vested.
b. Insured.
c. Funded.
d. Unfunded.
21. Which of the following is not a consideration in 
segment reporting for diversified enterprises?
a. Allocation of joint costs.
b. Transfer pricing.
c. Defining the segments.
d. Consolidation policy.
22. How should exchange gains and losses resulting 
from translating foreign currency financial statements 
into U.S. dollars be accounted for?
a. Included as an ordinary item in net earnings 
for the period in which the rate changes.
b. Included as an extraordinary item in net earn­
ings for the period in which the rate changes.
c. Included in the statement of financial position 
as a deferred item.
d. Included as an ordinary item in net earnings 
for gains, but deferred for losses.
Number 2 (Estimated time----- -35 to 40 minutes)
Select the best answer for each of the following 
items relating to a variety of issues in financial account­
ing and managerial accounting. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on 
the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer 
all items. Your grade will be based on your total correct 
answers.
Items to be Answered
23. The statement of changes in financial position 
discloses changes in financial position during the year 
and also
a. Summarizes the financing and investing ac­
tivities of an entity.
b. Reports the changes in net working capital as 
opposed to cash.
c. Relates changes in net monetary assets to net 
working capital.
d. Reflects transactions that affect current 
financial position.
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24. On a statement of changes in financial position, 
depreciation is treated as an adjustment to reported net 
earnings because depreciation
a. Is a direct source of funds.
b. Reduces reported net earnings but does not 
involve an outflow of funds.
c. Reduces reported net earnings and involves 
an inflow of funds.
d. Is an inflow of funds to a reserve account for 
replacement of assets.
25. A company using a periodic inventory system 
neglected to record a purchase of merchandise on ac­
count at year end. This merchandise was omitted from 
the year-end physical count. How will these errors 
affect assets, liabilities, and stockholders’ equity at 
year end and net earnings for the year?
Assets Liabilities
a. No effect
b. No effect
c. Understate
d. Understate
understate 
overstate 
understate 
no effect
Stock­
holders’ 
Equity
overstate 
understate 
no effect 
understate
Net
Earnings
overstate. 
understate. 
no effect. 
understate.
26. What is the inherent justification underlying the 
concept of common stock equivalents in an earnings 
per share computation?
a. Form over substance.
b. Substance over form.
c. Form and substance considered equally.
d. Substance over form or form over substance 
depending on the circumstances.
27. In a primary earnings per share computation, the 
treasury stock method is used for options and warrants 
to reflect assumed reacquisition of common stock at the 
average market price during the period. If the exercise 
price of the options or warrants exceeds the average 
market price, the computation would
a. Fairly present primary earnings per share on 
a prospective basis.
b. Fairly present the maximum potential dilu­
tion of primary earnings per share on a pro­
spective basis.
c. Reflect the excess of the number of shares 
assumed issued over the number of shares 
assumed reacquired as the potential dilution 
of earnings per share.
d. Be anti-dilutive.
28. The nature of primary earnings per share involv­
ing adjustment for stock options can be described as
a. Historical because earnings are historical.
b. Historical because it indicates the firm’s 
valuation.
c. Pro forma because it indicates potential 
changes in number of shares.
d. Pro forma because it indicates potential 
changes in earnings.
29. Which of the following transactions would in­
crease a company’s positive current ratio?
a. Sell a temporary investment at a loss.
b. Use the equity method to reflect earnings of 
an investee.
c. Borrow money on a short-term note.
d. Repay the principal on a short-term note.
30. Which of the following reflects the conditions 
under which a loss contingency should affect net 
earnings?
a. The loss is probable and the amount can be 
reasonably estimated.
b. The loss is possible and the amount can be 
reasonably estimated.
c. The loss is remote and the amount can be 
reasonably estimated.
d. A loss contingency should never affect net 
earnings but should only be disclosed in foot­
notes.
31. Development stage enterprises should present 
financial statements in conformity with
a. Special accounting and reporting practices.
b. Generally accepted accounting principles of 
established operating enterprises together 
with certain additional disclosures.
c. Generally accepted accounting principles, 
except that all costs can be deferred regard­
less of recoverability.
d. Generally accepted accounting principles, 
except that revenue can be offset against 
certain deferred costs.
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Items 32 and 33 are based on the following 
information:
A company wishes to raise funds by issuing either 
bonds or cumulative preferred stock.
32. How will the annual interest or dividend affect 
total liabilities each year?
a. Interest is a current liability each year (until 
paid).
b. Cumulative preferred dividends are a current 
liability each year (until paid).
c. Both interest and cumulative preferred 
dividends are current liabilities each year 
(until paid).
d. Interest and cumulative preferred dividends 
in arrears are current liabilities each year 
(until paid).
33. How will the annual interest or dividend affect 
annual net earnings available to common stockholders 
each year?
a. Annual net earnings available to common 
stockholders are reduced by annual interest 
but not by preferred dividends.
b. Annual net earnings available to common 
stockholders are reduced by preferred divi­
dends but not by annual interest.
c. Annual net earnings available to common 
stockholders are reduced by annual interest 
and preferred dividends.
d. Annual net earnings available to common 
stockholders are not reduced by annual inter­
est or preferred dividends.
34. A company manufactures two joint products at a 
joint cost of $1,000. These products can be sold when 
split off or when further processed at an additional cost 
and sold as higher quality items. The decision to sell at 
split-off or further process should be based on the
a. Assumption that the $1,000 joint cost is ir­
relevant.
b. Allocation of the $1,000 joint cost using the 
relative sales-value approach.
c. Assumption that the $1,000 joint cost must be 
allocated using a physical-measure approach.
d. Allocation of the $1,000 joint cost using any 
equitable and rational allocation basis.
35. A company owns equipment that is used to manu­
facture important parts for its production process. The 
company plans to sell the equipment for $10,000 and to 
select one of the following alternatives: (1) acquire new 
equipment for $80,000, (2) purchase the important 
parts from an outside company at $4 per part. The 
company should quantitatively analyze the alternatives 
by comparing the cost of manufacturing the parts
a. Plus $80,000 to the cost of buying the parts 
less $10,000.
b. To the cost of buying the parts less $10,000.
c. Less $10,000 to the cost of buying the parts.
d. To the cost of buying the parts.
36. Which of the following is a purpose of standard 
costing?
a. Determine ‘‘break even’’ production level.
b. Control costs.
c. Eliminate the need for subjective decisions 
by management.
d. Allocate cost with more accuracy.
37. When computing variances from standard costs, 
the difference between actual and standard price multi­
plied by actual quantity yields a
a. Combined price-quantity variance.
b. Price variance.
c. Volume variance.
d. Mix variance.
38. When performing input-output variance analysis 
in standard costing, ‘‘standard hours allowed” is a 
means of measuring
a. Standard output at standard hours.
b . Actual output at standard hours.
c. Standard output at actual hours.
d. Actual output at actual hours.
39. Which of the following characteristics applies to 
process costing but not to job-order costing?
a. Identifiable batches of production.
b. Equivalent units of production.
c. Averaging process.
d. Use of standard costs.
40. Cost-volume-eamings (profit) analysis allows 
management to determine relative profitability of a 
product by
a. Highlighting potential bottlenecks in the pro­
duction process.
b. Keeping fixed costs to an absolute minimum.
c. Determining the contribution margin per unit 
and projected profits at various levels of pro­
duction.
d. Assigning costs to a product in a manner that 
maximizes the contribution margin.
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41. What effect, if any, will a last-in, first-out or first- 
in, first-out inventory method have on an Economic 
Order Quantity?
a. No effect.
b. LIFO will increase the order quantity in times 
of rising prices.
c. LIFO will reduce the order quantity in times 
of rising prices.
d. FIFO will increase the order quantity in times 
of rising prices.
42. A pay-off table (matrix) for evaluating alternative 
courses of action attempts to deal with
a. Centralization.
b. Uncertainty.
c. Goal congruence.
d. Motivation.
43. Which of the following quantitative techniques 
would be most useful for analyzing the interrelation­
ships of time and activities to discover potential bottle­
necks?
a. Queuing theory.
b. Linear programming.
c. Program evaluation and review technique.
d. Regression analysis.
44. What is the simplex method of linear program­
ming?
a. A general procedure of linear programming 
that will solve only two variables simultane­
ously.
b. A means of determining the objective function 
in the model.
c. A means of determining the constraints in the 
model.
d. A general procedure for solving all linear- 
programming models.
Number 3 (Estimated time----- -20 to 25 minutes)
Hanover Company and Case Company, both of 
whom have only voting common stock, are considering 
a merger whereby Hanover would be the surviving 
company. The terms of the combination provide that 
the transaction would be carried out by Hanover
exchanging one share of its stock for two shares of 
Case’s stock. Prior to the date of the contemplated 
exchange, Hanover had purchased five percent of 
Case’s stock which it holds as an investment. Case, 
at the same date, owns two percent of Hanover’s 
stock. All of the remaining outstanding stock of Case 
will be acquired by Hanover in this contemplated 
exchange. Neither of the two companies has ever had 
any affiliation as a subsidiary or division of any other 
company.
Required:
a. Without enumerating specific criteria, how is a 
determination made as to whether a business combina­
tion is accounted for as a pooling of interests or as a 
purchase?
b. Based only on the facts above discuss the 
specific criteria which would qualify or disqualify this 
business combination as being accounted for as a pool­
ing of interests.
c. What additional requirements (other than 
those discussed in b. above) must be met in order to 
account for this business combination as a pooling of 
interests?
Number 4 (Estimated time----- -20 to 25 minutes)
The characteristics of voluntary health and welfare 
organizations differ in certain respects from the charac­
teristics of state or local governmental units. As an ex­
ample, voluntary health and welfare organizations 
derive their revenues primarily from voluntary contri­
butions from the general public while governmental 
units derive their revenues from taxes and services 
provided to their jurisdictions.
Required:
a. Describe fund accounting and discuss 
whether its use is consistent with the concept that an 
accounting entity is an economic unit which has control 
over resources, accepts responsibilities for making and 
carrying out commitments, and conducts economic 
activity.
b. Distinguish between accrual accounting and 
modified accrual accounting and indicate which method 
should be used for a voluntary health and welfare 
organization.
c. Discuss how methods used to account for fix­
ed assets differ between voluntary health and welfare 
organizations and governmental units.
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Three independent, unrelated statements follow 
regarding financial accounting. Each statement con­
tains some unsound reasoning.
Statement I
Number 5 (Estimated time----- -20 to 30 minutes)
One function of financial accounting is to measure 
a company’s net earnings for a given period of time. An 
earnings statement will measure a company’s true net 
earnings if it is prepared in accordance with generally 
accepted accounting principles. Other financial state­
ments are basically unrelated to the earnings state­
ment. Net earnings would be measured as the 
difference between revenues and expenses. Revenues 
are an inflow of cash to the enterprise and should be 
realized when recognized. This may be accomplished 
by using the sales basis or the production basis. 
Expenses should be matched with revenues to measure 
net earnings. Usually, variable expenses are assigned 
to the product, and fixed expenses are assigned to the 
period.
Statement II
One function of financial accounting is to 
accurately present a company’s financial position at a 
given point in time. This is done with a statement of fi­
nancial position, which is prepared using historical-cost 
valuations for all assets and liabilities except inven­
tories. Inventories are stated at first-in, first-out 
(FIFO), last-in, first-out (LIFO), or average valuations. 
The statement of financial position must be prepared on 
a consistent basis with prior years’ statements.
In addition to reflecting assets, liabilities, and 
stockholders’ equity, a statement of financial position 
should, in a separate section, reflect a company’s 
reserves. The section should include three different 
types of reserves; depreciation reserves, product 
warranty reserves, and retained earnings reserves. All 
three of these types of reserves are established by a 
credit to the reserve account.
Statement III
Financial statement analysis involves using ratios 
to test past performance of a given company. Past per­
formance is compared to a predetermined standard, 
and the company is evaluated accordingly. One such 
ratio is the current ratio, which is computed as current 
assets divided by current liabilities, or as monetary 
assets divided by monetary liabilities. A current ratio of
2 to 1 is considered good for companies; but the higher 
the ratio, the better the company’s financial position is 
assumed to be. The current ratio is dynamic because it 
helps to measure fund flows.
Required:
Identify the areas that are not in accordance with 
generally accepted accounting principles or are untrue 
with respect to the financial statement analysis 
discussed in each of the statements and explain why the 
reasoning is incorrect. Complete your identification and 
explanation of each statement before proceeding to the 
next statement.
Number 6 (Estimated time----- -20 to 25 minutes)
Asset measurement is a concept that involves the 
valuation or pricing of the future service of an asset. 
Receivables are particular assets that represent future 
claims to fixed amounts of monies.
Required:
a. Discuss how the asset measurement concept 
is applied to receivables (short term and long term).
b. Describe how a company that has a signifi­
cant amount of receivables during an inflationary 
period sustains a “ general price-level loss.” Include in 
your answer an example of how such a “ loss” would be 
computed when a $100,000 receivable exists at the 
beginning and end of a year that had an inflation rate of 
10%.
Number 7 (Estimated tim e----- -20 to 25 minutes)
Yale, president of Hotchkiss, Inc., your client, 
recently attended a seminar at which a speaker discuss­
ed planning and control of capital expenditures, which 
he referred to as “ capital budgeting.” Yale tells you 
that he is not quite sure he understands that concept.
Required:
a. Explain the nature and identify several uses 
of capital budgeting.
b. What are the basic differences between the 
payback (payout) method and the net present value 
method of capital budgeting? Explain.
c. Define “ cost of capital.”
d. Financial accounting data are not entirely 
suitable for use in capital budgeting. Explain.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE — PART I
November 2, 1977; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
Total
40 50
40 50
40 50
50 60
50 60
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place 
them immediately following the question to which 
they relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top 
left corner. All fourteen-column sheets should then 
be wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language will 
be considered by the examiners.
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Number 1 (Estimated time----- -40 to 50 minutes)
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97. a  b  c  d
Items to be Answered
1. The 1975 financial statements of Bice Company 
reported net income for the year ended December 31,
1975, of $2,000,000. On July 1 , 1976, subsequent to the 
issuance of the 1975 financial statements. Bice changed 
from an accounting principle that is not generally 
accepted to one that is generally accepted. If the 
generally accepted accounting principle had been used 
in 1975, net income for the year ended December 31,
1975, would have been decreased $1,000,000. On 
August 1, 1976, Bice discovered a mathematical error 
relating to its 1975 financial statements. If this error 
had been discovered in 1975, net income for the year 
ended December 31, 1975, would have been increased 
$500,000. What amount, if any, should be included in 
net income for the year ended December 31, 1976, 
because of the items noted above?
a. $0.
b. $500,000 decrease.
c. $500,000 increase.
d. $1,000,000 decrease.
2. Flood Corporation purchased a machine on 
January 1, 1971, for $150,000. At the date of acquisi­
tion, the machine had an estimated useful life of 10 
years with no salvage value. The machine is being 
depreciated on a straight-line basis. On January 1,
1976, as a result of Flood’s experience with the 
machine, it was decided that the machine had an 
estimated useful life of 15 years from the date of 
acquisition. Assuming that the change in useful life is 
to be recognized, what is the amount of depreciation 
expense on this machine that should be charged to 
income in 1976?
a. $5,000.
b. $7,500.
c. $10,000.
d. $25,000.
3. The Mann Company does not carry insurance on 
its office machines. On December 27, 1976, Machine A 
was totally destroyed by fire. The book value of 
Machine A, depreciated to the date of the fire, was 
$62,000. Disposal costs were $3,000. On January 17,
1977, prior to the issuance of the 1976 financial 
statements, Machine B was totally destroyed in an 
explosion. The book value of Machine B, depreciated to 
the date of the explosion, was $74,000. Disposal costs 
were $4,000. What is the total amount of losses that 
should be charged to income in 1976?
a. $62,000.
b. $65,000.
c. $136,000.
d. $143,000.
4. In May 1976, The Bow Company became involved 
in litigation. As a result of this litigation, it is probable 
that Bow will have to pay $1,400,000. In July 1976, a 
competitor commenced a suit against Bow alleging 
violation of antitrust laws seeking damages of 
$2,200,000. Bow denies the allegations and the like­
lihood of Bow paying any damages is remote. In 
September 1976, Putnam County brought action 
against Bow for $1,800,000 for polluting Lake Mahopac. 
It is reasonably possible that Putnam County will be 
successful but the amount of damages Bow will have 
to pay is not reasonably determinable. What amount, if 
any, should be accrued by a charge to income in 1976?
a.
b.
c.
d.
$5,400,000.
$3,200,000.
$1,400,000.
$0.
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Items 5 and 6 are based on the following informa­
tion:
Information concerning the capital structure of the 
Petrock Corporation is as follows:
December 31,
1975 1976
Common stock 
Convertible pre­
ferred stock 
8% convertible 
bonds
90,000 shares 90,000 shares
10,000 shares 10,000 shares 
$1,000,000 $1,000,000
During 1976, Petrock paid dividends of $1.00 per 
share on its common stock and $2.40 per share on its 
preferred stock. The preferred stock is convertible into
20,000 shares of common stock; but is not considered a 
common stock equivalent. The 8% convertible bonds 
are convertible into 30,000 shares of common stock and 
are considered common stock equivalents. The net 
income for the year ended December 31, 1976, was 
$285,000. Assume that the income tax rate was 50%.
5. What should be the primary earnings per share 
for the year ended December 31, 1976, rounded to the 
nearest penny?
a. $2.38.
b. $2.51.
c. $2.84.
d. $3.13.
6. What should be the fully diluted earnings per 
share for the year ended December 31, 1976, rounded 
to the nearest penny?
a. $2.15.
b. $2.32.
c. $2.61.
d. $2.74.
7. What was Vigor’s gross margin for 1976?
a. $150,000.
b. $200,000.
c. $300,000.
d. $400,000.
8. Assuming a business year consisting of 300 days, 
what was the number of days’ sales in average 
receivables for 1976 and the number of days’ sales in 
average inventories for 1976, respectively?
a. 30 and 30.
b. 60 and 60.
c. 60 and 75.
d. 63 and 77.
9. On January 1, 1976, the River Company’s 
beginning inventory was $400,000. During 1976, River 
purchased $1,900,000 of additional inventory. On 
December 31, 1976, River’s ending inventory was 
$500,000. What is the inventory turnover for 1976?
a. 4.6.
b. 4.0.
c. 3.8.
d. 3.6.
10. For annual reporting purposes, Storrar Co. 
appropriately accounts for revenues from long­
term construction-type contracts under the percentage- 
of-completion method. In December 1975, for budget­
ing purposes, Storrar estimated that these revenues 
would be $1,600,000 for 1976. Favorable business 
conditions occurred in October 1976 and, as a result, 
Storrar recognized revenues of $2,000,000 for the year 
ended December 31, 1976. If the percentage-of- 
completion method had been used for the quarterly 
income statements on the same basis followed for the 
year end income statement, revenues would have been 
as follows:
Three months ended March 3 1 , 1976 $ 300,000
Items 7 and 8 are based on the following informa­
tion:
Three months ended June 3 0 , 1976 
Three months ended September 3 0 , 1976
400,000
200,000
Three months ended December 3 1 , 1976 1,100,000
Selected information from the accounting records 
of the Vigor Company is as follows:
Total $2,000,000
Net accounts receivable at What amount of revenues from long-term con­
struction-type contracts should be reflected in Storrar’s 
quarterly income statement for the three months ended 
December 31, 1976?
December 3 1 , 1975 $ 900,000
Net accounts receivable at
December 3 1 , 1976 $1,000,000
Accounts receivable turnover 5  t o  1 a. $500,000.
Inventories at December 3 1 , 1975 $1,100,000 b. $800,000.
Inventories at December 3 1 , 1976 $1,200,000 c. $1,100,000.
Inventory turnover 4 to 1 d. $2,000,000.
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11. The Blue Department Store uses the retail 
inventory method. Information relating to the computa­
tion of the inventory at December 31, 1976, is as 
follows:
Cost Retail
Inventory at January 1,
1976 $ 16,000 $ 40,000
Sales 290,000
Purchases 135,000 300,000
Freight-in 3,800
Net markups 20,000
Net markdowns 10,000
What should be the ending inventory at cost at 
December 31, 1976, using the retail inventory method?
a. $21,500.
b. $22,500.
c. $25,800.
d. $27,000.
Items 12 and 13 are based on the following 
information:
The following information was available from the 
inventory records of the Alexander Company for 
January 1977:
Balance at January 1 ,  1977 
Purchases:
January 6 ,  1977 
January 26, 1977
Sales:
January 7 ,  1977 
January 3 1 , 1977
Balance at January 31, 1977
Unit Total
Units Cost Cost
2,000 $ 9.775 $19,550
1,500 10.300 15,450
3,400 10.750 36,550
1,800
3,200
1,900
12. Assuming that Alexander maintains perpetual 
inventory records, what should be the inventory at 
January 31, 1977, using the weighted moving average 
inventory method, rounded to the nearest dollar?
a. $19,523.
b. $19,703.
c. $19,950.
d. $19,998.
13. Assuming that Alexander does not maintain 
perpetual inventory records, what should be the 
inventory at January 31, 1977, using the weighted 
average inventory method, rounded to the nearest
dollar?
a. $19,523.
b. $19,703.
c. $19,950.
d. $19,998.
14. In January 1977, Hunter, Inc., estimated that its 
year end bonus to executives would be $240,000 for
1977. The actual amount paid for the year end bonus for
1976 was $224,000. The estimate for 1977 is subject to 
year-end adjustment. What amount, if any, of expense 
should be reflected in Hunter’s quarterly income 
statement for the three months ended March 31, 1977?
a. $0.
b. $56,000.
c. $60,000.
d. $240,000.
15. Erick Company is a diversified company that dis­
closes supplemental financial information as to industry 
segments of its business. The following information is 
available for 1976:
Product A 
Product B 
Product C
Total
Traceable Common
Sales Costs Costs
$300,000 $240,000
200,000 100,000
100,000 60,000
$600,000 $400,000 $100,000
Common costs are allocated based on the ratio of a seg­
ment’s income before common costs to total income 
before common costs. This should be considered an 
appropriate method of allocation. What should be the 
common costs allocated to Product A for 1976?
a. Zero, because allocation of common costs is 
never allowed for segment reporting.
b. $30,000.
c. $50,000.
d. $60,000.
16. The net income for the year ended December 31,
1976, for the Garnet Company was $3,000,000. 
Additional information is as follows:
Depreciation on fixed assets $3,300,000
Amortization of leasehold improve­
ments 1,000,000 
Provision for doubtful accounts on 
short-term receivables 500,000 
Provision for doubtful accounts on 
long-term receivables 400,000 
Interest expense on short-term 
borrowings 200,000 
Interest expense on long-term 
borrowings 100,000
Based on the information given above, what should be 
the working capital provided from operations in the 
statement of changes in financial position for the year 
ended December 31, 1976?
a. $8,200,000.
b. $7,800,000.
c. $7,700,000.
d. $7,300,000.
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17. Selected information from the 1976 accounting 
records of the Soccer Company is as follows:
Working capital provided from
operations $ 2,000,000
Collection of short-term receivables 40,000,000
Payments of accounts payable 30,000,000
Capital expenditures 2,800,000
Proceeds from long-term borrowings 1,500,000
Payments on long-term borrowings 500,000
Dividends on common stock 900,000
Purchases of treasury stock 200,000 
Sales of stock to officers and
employees 100,000
Working capital at December 3 1 , 1975  18,000,000
Assuming funds are defined as working capital, what 
should be the working capital at December 31, 1976, 
shown on Soccer’s statement of changes in financial 
position for the year ended December 31, 1976?
a. $17,200,000.
b. $17,300,000.
c. $18,200,000.
d. $27,200,000.
18. On January 1, 1977, Wilson, Inc., declared a 5% 
stock dividend on its common stock when the market 
value of the common stock was $15 per share. Stock­
holders’ equity before the stock dividend was declared 
consisted of:
Common stock, $10 par value. Authorized
200,000 shares; issued and outstanding
100,000 shares $1,000,000 
Additional paid-in capital on common
stock 150,000
Retained earnings 700,000
Total stockholders’ equity $1,850,000
What was the effect on Wilson’s retained earnings as a 
result of the above transaction?
a. No effect.
b. $50,000 decrease.
c. $75,000 decrease.
d. $150,000 decrease.
19. During 1976, the Thurman Company issued at 102 
one hundred $1,000 bonds due in ten years. One 
detachable stock purchase warrant entitling the holder 
to purchase 15 shares of Thurman’s common stock was 
attached to each bond. At the date of issuance, the 
market value of the bonds, without the stock purchase 
warrants, was quoted at 95. The market value of each 
detachable warrant was quoted at $50. What amount, if 
any, of the proceeds from the issuance should be 
accounted for as part of Thurman’s stockholders’ 
equity?
a. $0.
b. $2,000.
c. $5,000.
d. $5,100.
Instructions
Select the best answer for each of the following 
items relating to a variety of managerial-accounting 
and quantitative-methods problems. Use a soft pencil, 
preferably No. 2, to blacken the appropriate circle on 
the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer 
all items. Your grade will be based on your total correct 
answers.
Items to be Answered
Number 2 (Estimated time----- -40 to 50 minutes)
20. The Jennings Company is planning to purchase a 
new machine. The pay-back period will be six years. 
The cash flow from operations, net of income taxes, will 
be $2,000 a year for each of the first three years of the 
pay-back period and $3,000 a year for each of the last 
three years of the pay-back period. Depreciation of 
$1,500 a year will be charged to income for each of the 
six years of the pay-back period. How much will the 
machine cost?
a. $15,000.
b. $12,000.
c. $9,000.
d. $6,000.
21. The Herb Company acquired a new machine for 
$16,000 which it will depreciate on a straight-line basis 
over a ten-year period. A full year’s depreciation was 
taken in the year of acquisition. The accounting 
(book-value) rate of return is expected to be 12% on the 
initial increase in required investment. If we assume a 
uniform cash inflow, the annual cash flow from opera­
tions, net of income taxes, will be
a. $320.
b. $1,728.
c. $1,920.
d. $3,520.
22. Information concerning the 1977 projections of the 
Elston Company is as follows:
• Net sales of $1,000,000
• Fixed costs of $100,000
• . 6 increase in cost of sales for each
unit increase in net sales
What will the projected cost of sales be for 1977?
a. $700,000.
b. $600,000.
c. $400,000.
d. $300,000.
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23. Filmore is planning a project that will cost 
$22,000. The annual cash inflow, net of income taxes, 
will be $5,000 a year for seven years. The present value 
of $1 at 12% is as follows:
Period
1
2
3
4
5
6 
7
Present Value o f  
$1 at 12%
.893
.797
.712
.636
.567
.507
.452
Using a rate of return of 12%, what is the present value 
of the cash flow generated by this project?
a. $22,600.
b. $22,820.
c. $34,180.
d. $35,000.
24. Ludington, Inc., purchased a new machine on 
January 1, 1976, for $350,000.The machine is expected 
to have a useful life of eight years and no salvage value. 
Straight-line depreciation is to be used. The present 
value of the cash flow generated by the machine was 
calculated to be $371,120 using a time-adjusted rate of 
return of 14%. The present value of an ordinary annuity 
of $1 in arrears for eight periods at 14% is 4.639. The 
present value of $1 for eight periods at 14% is 0.351. 
What was the annual cash inflow, net of income taxes, 
that was used in the calculation of the present value?
a. $350,000 x  0.351.
b. $350,000 ÷ 4.639.
c. $371,120 x  0.351.
d. $371,120 ÷ 4.639.
25. The following information relates to the Henry 
Company:
Units required per year 30,000
Cost of placing an order $400
Unit carrying cost per year $600
Assuming that the units will be required evenly 
throughout the year, what is the economic order 
quantity?
26. Pierce Incorporated has to manufacture 10,000 
blades for its electric lawn mower division. The blades 
will be used evenly throughout the year. The setup cost 
every time a production run is made is $80, and the cost 
to carry a blade in inventory for the year is $.40. 
Pierce’s objective is to produce the blades at the lowest 
cost possible. Assuming that each production run will 
be for the same number of blades, how many produc­
tion runs should Pierce make?
a. 3.
b. 4.
c. 5.
d. 6.
Items 27 and 28 are based on the following 
information:
Vreeland, Inc., manufactures products X, Y, and 
Z from a joint process. Joint product costs were 
$60,000. Additional information is as follows:
Sales Values and 
Additional Costs if  
Processed Further
Product
Units
Produced
Sales 
Value at 
Split-off
Sales
Values
Additional
Costs
X 6,000 $40,000 $55,000 $9,000
Y 4,000 35,000 45,000 7,000
Z 2,000 25,000 30,000 5,000
a. 200. c.
b. 300. d.
c. 400.
d. 500.
27. Assuming that joint product costs are allocated 
using the physical measures (units produced) ap­
proach, what were the total costs allocated to Product 
X?
a. $27,000.
b. $29,000.
c. $33,000.
d. $39,000.
28. Assuming that joint product costs are allocated 
using the relative-sales-value at split-off approach, 
what were the total costs allocated to Product Y?
a. $27,000.
b. $28,000.
$28,350.
$32,200.
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Items 29 , 30, and 31 are based on the following in­
formation:
Full Ton Company 
FINANCIAL PROJECTION FOR PRODUCT USA
For the Year Ended December 31, 1977
Sales (100 units at $100 a unit) $10,000
Manufacturing cost of goods sold:
Direct labor $ 1,500
Direct materials used 1,400
Variable factory overhead 1,000
Fixed factory overhead 500
Total manufacturing
cost of goods sold 4,400
Gross profit 5,600
Selling expenses:
Variable 600
Fixed 1,000
Administrative expenses:
Variable 500
Fixed 1,000
Total selling and adminis­
trative expenses 3,100
Operating income $ 2,500
32. The Hancock Company wishes to determine the 
amount of safety stock that they should maintain for 
Product No. 135 that will result in the lowest cost. Each 
stockout will cost $75 and the carrying cost of each unit 
of safety stock will be $1. Product No. 135 will be 
ordered five times a year. Which of the following will 
produce the lowest cost?
a. A safety stock of 10 units which is associated 
with a 40% probability of running out of 
stock during an order period.
A safety stock of 20 units which is associated 
with a 20% probability of running out of 
stock during an order period.
A safety stock of 40 units which is associated 
with a 10% probability of running out of stock 
during an order period.
A safety stock of 80 units which is associated 
with a 5% probability of running out of stock 
during an order period.
b.
c.
d.
33. The Hale Company manufactures products A and 
B, each of which requires two processes, polishing and 
grinding. The contribution margin is $3 for Product A 
and $4 for Product B. The graph below shows the 
maximum number of units of each product that may be 
processed in the two departments.
29. How many units of Product USA would have to be 
sold to break even?
a. 50.
b. 58.
c. 68.
d. 75.
30. What would the operating income be 
increase by 25%?
a. $3,125.
b. $3,750.
c. $4,000.
d. $5,000.
if sales
40
30
Units of 
Product B 20
10
0
Polishing constraint (restriction)
Grinding constraint 
(restriction)
10 20 30 40 
Units o f Product A
31. What would be the sales at the breakeven point if 
fixed factory overhead increases by $1,700? Considering the constraints (restrictions) on process­
ing, which combination of products A and B maximizes 
the total contribution margin?
a. 0 units of A and 20 units of B.
b. 20 units of A and 10 units of B.
c. 30 units of A and 0 units of B.
d. 40 units of A and 0 units of B.
a. $6,700.
b. $8,400.
c. $8,666.
d. $9,200.
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34. Read, Inc., instituted a new process in October
1977. During October, 10,000 units were started in 
Department A. Of the units started, 1,000 were lost in 
the process, 7,000 were transferred to Department B, 
and 2,000 remained in work in process at October 31,
1977. The work in process at October 31, 1977, was 
100% complete as to material costs and 50% complete 
as to conversion costs. Material costs of $27,000 and 
conversion costs of $40,000 were charged to 
Department A in October. What were the total costs 
transferred to Department B?
a. $46,900.
b. $53,600.
c. $56,000.
d. $57,120.
35. On November 1, 1977, Yankee Company had
20,000 units of work in process in Department No. 1 
which were 100% complete as to material costs and 
20% complete as to conversion costs. During 
November, 160,000 units were started in Department 
No. 1 and 170,000 units were completed and transferred 
to Department No. 2. The work in process on November
30, 1977, was 100% complete as to material costs and 
40% complete as to conversion costs. By what amount 
would the equivalent units for conversion costs for the 
month of November differ if the first-in, first-out 
method were used instead of the weighted-average 
method?
a. 20,000 decrease.
b. 16,000 decrease.
c. 8,000 decrease.
d. 4,000 decrease.
36. Buck Company manufactures Part No. 1700 for 
use in its production cycle. The costs per unit for 5,000 
units of Part No. 1700 are as follows:
37. Paine Corp. wishes to determine the fixed portion 
of its electricity expense (a semivariable expense), as 
measured against direct labor hours, for the first three 
months of 1977. Information for the first three months 
of 1977 is as follows:
January 1977 
February 1977 
March 1977
Direct 
Labor Hours
34,000
31,000
34,000
Electricity
Expense
$610
585
610
What is the fixed portion of Paine’s electricity expense, 
rounded to the nearest dollar?
a. $283.
b. $327.
c. $372.
d. $408.
38. Relay Corporation manufactures batons. Relay 
can manufacture 300,000 batons a year at a variable 
cost of $750,000 and a fixed cost of $450,000. Based on 
Relay’s predictions, 240,000 batons will be sold at the 
regular price of $5.00 each. In addition, a special order 
was placed for 60,000 batons to be sold at a 40% 
discount off the regular price. By what amount would 
income before income taxes be increased or decreased 
as a result of the special order?
a. $60,000 decrease.
b. $30,000 increase.
c. $36,000 increase.
d. $180,000 increase.
Direct materials 
Direct labor 
Variable overhead 
Fixed overhead applied
$ 2 
12 
5 
7 
$26
Hollow Company has offered to sell Buck 5,000 
units of Part No. 1700 for $27 per unit. If Buck accepts 
the offer, some of the facilities presently used to 
manufacture Part No. 1700 could be used to help with 
the manufacture of Part No. 1211 and thus save $40,000 
in relevant costs in the manufacture of Part No. 1211, 
and $3 per unit of the fixed overhead applied to Part No. 
1700 would be totally eliminated. By what amount 
would net relevant costs be increased or decreased if 
Buck accepts Hollow’s offer?
a. $35,000 decrease.
b. $20,000 decrease.
c. $15,000 decrease.
d. $5,000 increase.
39. The Sanch Company plans to expand its sales 
force by opening several new branch offices. Sanch has 
$5,200,000 in capital available for new branch offices. 
Sanch will consider opening only two types of branches; 
10 person branches (Type A) and 5 person branches 
(Type B). Expected initial cash outlays are $650,000 for 
a Type A branch and $335,000 for a Type B branch. 
Expected annual cash inflow, net of income taxes, is 
$46,000 for a Type A branch and $18,000 for a Type B 
branch. Sanch will hire no more than 100 employees for 
the new branch offices and will not open more than 10 
branch offices. Linear programming will be used to 
help decide how many branch offices should be opened.
In a system of equations for a linear programming 
model, which of the following equations would not 
represent a constraint (restriction)?
a. A + B ≤ 10.
b. 10A + 5B ≤ 100.
c. $46,000A + $18.000B ≤ $64,000.
d. $650,000A + $335,000B ≤ $5,200,000.
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On June 30, 1976, Paul Corporation acquired for 
cash of $19 per share all of the outstanding voting 
common stock of Sand Corporation. Both companies 
continued to operate as separate entities and both 
companies have calendar years.
• On June 30, 1976, after closing the nominal 
accounts, Sand’s condensed balance sheet was as 
follows:
Number 3 (Estimated time----- -40 to 50 minutes)
Assets:
Cash
Accounts receivable, net 
Inventories
Property, plant, and equipment, net 
Other assets
Total assets
Liabilities and stockholders ’ equity:
Accounts payable and other current 
liabilities 
Long-term debt 
Other liabilities
Common stock, par value $1.00 
per share 
Additional paid-in capital 
Retained earnings
Total liabilities and stockholders’ 
equity
$ 700,000 
600,000
1,400,000
3,300,000 
500,000
$6,500,000
$ 700,000 
2,600,000 
200,000
1,000,000
400,000
1,600,000
$6,500,000
• On June 30, 1976, Sand’s assets and liabilities 
that had fair values that were different than the book 
values were as follows:
Property, plant, and equipment, net 
Other assets 
Long-term debt
Fair Value
$16,400,000
200,000
2,200,000
The differences between fair values and book values 
resulted in a charge or credit to depreciation or amorti­
zation for the consolidated statements for the six-month 
period ending December 31, 1976, as follows:
Property, plant, and equipment, net 
Other assets 
Long-term debt
$500,000 charge 
10,000 credit 
5,000 charge
$495,000 charge
• The amount paid by Paul in excess of the fair 
value of the net assets of Sand is attributable to 
expected future earnings of Sand and will be amortized 
over the maximum allowable period.
• On June 30, 1976, there were no intercompany 
receivables or payables.
• During the six-month period ending December 
31, 1976, Sand acquired merchandise from Paul at an 
invoice price of $500,000. The cost of the merchandise 
to Paul was $300,000. At December 31, 1976, one half of 
the merchandise was not sold and Sand had not yet paid 
for any of the merchandise.
• The 1976 net income (loss) for both companies 
was as follows:
Paul Sand
January 1 to June 30 $ 250,000 $ (750,000)
July 1 to December 31 1,600,000 1,250,000
The $1,600,000 net income of Paul includes the equity 
in the net income of Sand.
• On December 31, 1976, after closing the 
nominal accounts, the condensed balance sheets for 
both companies were as follows:
Paul Sand
Assets:
Cash $ 3,500,000 $ 600,000
Accounts receivable, net 1,400,000 1,500,000
Inventories 1,000,000 2,500,000
Property, plant, and equip­
ment, net 2,000,000 3,100,000
Investment in subsidiary,
at equity 20,250,000 —
Other assets 100,000 500,000
Total assets $28,250,000 $8,200,000
Liabilities and stockholders’
equity:
Accounts payable and other
current liabilities $ 1,500,000 $1,100,000
Long-term debt 4,000,000 2,600,000
Other liabilities 750,000 250,000
Common stock, par value
$1.00 per share 10,000,000 1,000,000
Additional paid-in capital 5,000,000 400,000
Retained earnings 7,000,000 2,850,000
Total liabilities and stock­
holders’ equity $28,250,000 $8,200,000
Required:
Prepare a condensed consolidated balance sheet of 
Paul Corporation and its wholly-owned subsidiary, 
Sand Corporation, as of December 31, 1976. Show 
supporting computations in good form. Ignore income 
tax and deferred tax considerations in your answer.
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Number 4 consists of three unrelated parts.
Part a. The Jackson Company manufactured a 
piece of equipment at a cost of $7,000,000 which it held 
for resale from January 1, 1976 to June 30, 1976 at a 
price of $8,000,000. On July 1 ,  1976, Jackson leased the 
equipment to the Crystal Company. The lease is 
appropriately recorded as an operating lease for 
accounting purposes. The lease is for a three-year 
period expiring June 30, 1979. Equal monthly 
payments under the lease are $115,000 and are due on 
the first of the month. The first payment was made on 
July 1, 1976. The equipment is being depreciated on a 
straight-line basis over an eight-year period with no 
residual value expected.
Required:
1. What expense should Crystal appropriately 
record as a result of the above facts for the year ended 
December 31, 1976? Show supporting computations in 
good form.
2. What income or loss before income taxes 
should Jackson appropriately record as a result of the 
above facts for the year ended December 31, 1976? 
Show supporting computations in good form.
Part b. The Truman Company leased equipment 
from the Roosevelt Company on October 1, 1976. The 
lease is appropriately recorded as a purchase for 
accounting purposes for Truman and as a sale for 
accounting purposes for Roosevelt. The lease is for an 
eight-year period expiring September 30, 1984. Equal 
annual payments under the lease are $600,000 and are 
due on October 1 of each year. The first payment was 
made on October 1, 1976. The cost of the equipment on 
Roosevelt’s accounting records was $3,000,000. The 
equipment has an estimated useful life of eight years 
with no residual value expected. Truman uses straight- 
line depreciation and takes a full year’s depreciation in 
the year of purchase. The rate of interest contemplated 
by Truman and Roosevelt is 10%. The present value of 
an annuity of $1 in advance for eight periods at 10% is 
5.868.
Number 4 (Estimated time----- -50 to 60 minutes) Part c. On January 1, 1975, the Franklin 
Company formed a foreign subsidiary which issued all 
of its currently outstanding common stock on that date. 
Selected captions from the balance sheets, all of which 
are shown in local currency units (LCU), are as follows:
December 31,
1976 1975
Accounts receivable (net of 
allowance for uncollectible 
accounts of 2,200 LCU at 
December 3 1 , 1976 and
2,000 LCU at December 31, 
1975)
Inventories, at cost 
Property, plant and equip­
ment (net of allowance for 
accumulated depreciation of
31,000 LCU at December 31, 
1976 and 14,000 LCU
at December 3 1 , 1975) 
Long-term debt 
Common stock, authorized
10,000 shares, par value 10 
LCU per share, issued and 
outstanding 5,000 shares 
at December 3 1 , 1976
and December 3 1 , 1975
40,000 LCU 35,000 LCU
80,000 75,000
163,000
100,000
150,000
120,000
50,000 50,000
Additional information is as follows:
• Exchange rates are as follows:
January 1 ,  1975 — July 3 1 , 1975 
August 1 ,  1975 — October 3 1 , 1975 
November 1 ,  1975 — June 3 0 , 1976 
July 1 ,  1976 — December 3 1 , 1976 
Average monthly rate for 1975 
Average monthly rate for 1976
2 LCU to $1
1.8 LCU to $1 
1.7 LCU to $1
1.5 LCU to $1
1.9 LCU to $1
1.6 LCU to $1
• An analysis of the accounts receivable balance 
is as follows:
Accounts receivable: 1976 1975
Required:
1. What expense should Truman appropriately 
record as a result of the above facts for the year ended 
December 31, 1976? Show supporting computations in 
good form.
2. What income or loss before income taxes 
should Roosevelt appropriately record as a result of the 
above facts for the year ended December 31, 1976? 
Show supporting computations in good form.
Balance at beginning of 
year
Sales (36,000 LCU per 
month in 1976 and 31,000 
LCU per month in 1975)
Collections
Write-offs (May 1976 and 
December 1975)
Balance at end of year
37,000 LCU
432,000
423,600
3,200
— LCU
372,000
334,000
1,000
42,200 LCU 37,000 LCU
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Allowance for uncol­
lectible accounts:
Balance at beginning of 
year
Provision for uncollectible 
accounts 
Write-offs (May 1976 and 
December 1975)
Balance at end of year
1976
2,000 LCU
3,400
3,200
1975
— LCU
3,000
1,000
2,200 LCU 2,000 LCU
• An analysis of inventories, for which the 
first-in, first-out (FIFO) inventory method is used, is as 
follows: 1976 1975
75,000 LCU — LCU
335,000 375,000
410,000
80,000
375,000
75,000
330,000 LCU 300,000 LCU
Inventory at beginning 
of year
Purchases (June 1976 
and June 1975)
Goods available for sale 
Inventory at end of year
Cost of goods sold
• On January 1, 1975, Franklin’s foreign sub­
sidiary purchased land for 24,000 LCU and plant and 
equipment for 140,000 LCU. On July 4, 1976, additional 
equipment was purchased for 30,000 LCU. Plant and 
equipment is being depreciated on a straight-line basis 
over a ten-year period with no salvage value. A full 
year’s depreciation is taken in the year of purchase.
• On January 15, 1975, 7% bonds with a face 
value of 120,000 LCU were sold. These bonds mature 
on January 15, 1981, and interest is paid semiannually 
on July 15 and January 15. The first payment was made 
on January 15, 1976.
Required:
Prepare a schedule translating the selected 
captions above into United States dollars at December 
31, 1976, and December 31, 1975, respectively. Show 
supporting computations in good form.
Number 5 (Estimated tim e----- 50 to 60 minutes)
Number 5 consists of two unrelated parts.
Part a. Mr. Washington has asked you to 
compute the adjusted gross income for his federal 
income tax return for the 1976 calendar year. You have 
gathered the following information:
• Washington is 55 years old and single. He 
furnishes over one-half the total support of his widowed 
mother who lives with him. Washington’s mother 
received social security benefits of $3,000 and interest 
income on savings accounts of $2,000 in 1976.
• On December 31, 1975, Washington retired. 
Washington’s employer had bought retirement annu­
ities for Washington for which Washington had 
contributed nothing. Retirement benefits received by 
Washington in 1976 were $12,000.
• Prior to his retirement, Washington had 
purchased for $40,000 an annuity that would pay him 
$300 a month starting January 1, 1976. The expected 
return under the annuity contract is $50,000.
• In 1976, Washington worked part time as a 
consultant. He earned $9,000 in fees and incurred 
$1,000 of various business expenses relative to his con­
sulting work in 1976. Not included in the various 
business expenses given above is $200 that 
Washington paid to a housekeeper to watch his mother 
and clean the house while he was away from home on a 
business trip.
Washington uses his automobile in his consulting 
work. The automobile was used 40% in his consulting 
work and 60% for nonbusiness purposes. The total 
costs incurred in 1976 relative to this automobile were 
$1,850. The mileage allowance method would result in 
a deduction of $725. Washington did not include any 
automobile expenses in the various business expenses 
given above.
• On January 15, 1976, Washington’s uncle died 
and Washington received $30,000 as the beneficiary 
under one of his uncle’s insurance policies.
• Washington received dividends from domestic 
corporations of $500 in 1976.
• Washington had interest income in 1976 as 
follows:
Interest income from savings accounts $ 300
Interest income from obligations of the 
United States 200
Interest income on municipal obliga­
tions 100
• Washington had capital transactions in 1976 as 
follows:
Gain on sale of common stock purchased 
in July 1974 $1,350
Loss on sale of common stock purchased 
in May 1975 1,150
Gain on sale of common stock purchased 
in April 1976 and sold in June 1976 700
Gain on sale of common stock purchased 
in February 1976 and sold in December 
1976 200
(The alternative tax would not result in 
the minimization of taxable income.)
Required:
Prepare a schedule showing the adjusted gross 
income that should appear on Washington’s federal 
income tax return for the 1976 calendar year. Any 
possible alternative treatments should be resolved in a 
manner that will minimize taxable income. Show sup­
porting computations in good form.
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Part b. Mr. and Mrs. Adam have asked you to 
compute the itemized deductions for their joint federal 
income tax return for the 1976 calendar year. Their 
adjusted gross income was $25,000. You have gathered 
the following information for 1976:
Number 5 (continued)
Medical and dental expenses:
Hospital bills for Mrs. Adam (80% of 
which was reimbursed by hospitaliza­
tion insurance)
Dental bills (including $1,100 for ortho­
dontic braces for son)
Doctor bills
Life insurance premiums with wife as 
beneficiary 
Medicine and drugs 
Diaper service for daughter 
Contact lenses (comparable eyeglasses 
would cost $50)
Transportation expenses in connection 
with medical expenses
Taxes:
Real estate taxes
Employee portion of social security taxes 
withheld by Mr. Adam’s employer 
State income taxes withheld by Mr. Adam’s 
employer
State sales taxes paid 
State gasoline taxes
$2,200
1,600
400
300
275
220
150
70
$1,100
895
700
240
75
Interest expense:
Home mortgage $ 1,400
Loan for family car 500
Debt incurred to buy municipal obliga­
tions 300
Finance charges on credit cards 100
Contributions:
Tuition paid to parochial school for son $ 800 
Art object purchased at church bazaar 
(fair value $500) 750
Cash contributed to church 260
Cash pledge to nonprofit college paid 
in January 1977 140
Fair value of used clothing contributed 
to church 90
Miscellaneous:
Union dues $ 65
Fines for illegal parking 50
Registration for family car 25
Driver’s license fees 10
Required:
1. Prepare a schedule showing the itemized 
deductions that should appear on Mr. and Mrs. Adam’s 
joint federal income tax return for the 1976 calendar 
year. Any possible alternative treatments should be 
resolved in a manner that will minimize taxable income. 
Show supporting computations in good form.
2. List the items in the fact situation which were 
not used to determine the answer to 1. above. Explana­
tions are not required.
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and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING PRACTICE — PART I
November 3 ,  1977; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
Total
40 50
40 50
40 50
50 60
50 60
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place 
them immediately following the question to which 
they relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top 
left corner. All fourteen-column sheets should then 
be wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
Number 1 (Estimated time----- -40 to 50 minutes)
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet 
97. a  b  c  d
Items to be Answered
1. On December 1, 1976, Hobart Company acquired 
a new delivery truck in exchange for an old delivery 
truck that it had acquired in 1973. The old truck was 
purchased for $7,000 and had a book value of $2,800. 
On the date of the exchange the old truck had a market 
value of $3,000. In addition, Hobart paid $3,500 cash 
for the new truck, which had a list price of $8,000. At 
what amount should Hobart record the new truck for 
financial accounting purposes?
a. $6,300.
b. $6,500.
c. $7,000.
d. $8,000.
2. Eastside Corporation purchased a machine on 
July 1 ,  1973, for $75,000. The machine was estimated to 
have a useful life of 10 years with an estimated salvage 
value of $5,000. During 1976 it became apparent that 
the machine would become uneconomical after 
December 31, 1980, and that the machine would have 
no scrap value. Accumulated depreciation on this 
machine as of December 31, 1975, was $17,500. What 
should be the charge for depreciation in 1976 under 
generally accepted accounting principles?
a. $10,000.
b. $11,500.
c. $12,750.
d. $17,500.
3. The Carbonated Beverage Corporation inaugu­
rated a new sales promotional program. For every 10 
bottle caps returned to Carbonated, customers receive 
an attractive prize. Carbonated estimates that only 40% 
of the bottle caps reaching the consumer market will be 
redeemed. Additional information is as follows:
Units Amount
Sales of bottles 4,000,000 $1,200,000
Prizes purchased by Carbon­
ated 70,000 35,000 
Prizes distributed to cus­
tomers 56,000
At the end of its year, Carbonated recognized a liabil­
ity equal to the estimated cost of potential prizes out­
standing. What is the amount of this estimated 
liability?
a. $7,000.
b. $35,000.
c. $48,000.
d. $52,000.
4. The general ledger of the Flint Corporation as of 
December 31, 1976, includes the following accounts:
Organization costs $ 5,000 
Deposits with advertising agency (will
be used to promote goodwill) 8,000
Discount on bonds payable 15,000 
Excess of cost over book value of net
assets of acquired subsidiary 70,000
Trademarks 12,000
In the preparation of Flint’s balance sheet as of 
December 31, 1976, what should be reported as total 
intangible assets?
a. $87,000.
b. $92,000.
c. $95,000.
d. $110,000.
5. A schedule of machinery owned by Lester 
Manufacturing Company is presented below:
Estimated Estimated 
Total Cost Salvage Value Life in Years
Machine A 
Machine B 
Machine C
$550,000
200,000
40,000
$50,000
20,000
20
15
5
Lester computes depreciation on the straight-line 
method. Based upon the information presented, the 
composite life of these assets (in years) should be
a. 13.3.
b. 16.0.
c. 18.0.
d. 19.8.
168
Accounting Practice—Part II
6. The Thoughtful Corporation adopted an employee 
pension plan on January 1, 1976, for all of its eligible 
employees. Thoughtful has agreed to make annual 
payments to a designated trustee at the end of each 
year. Data relating to the plan follow:
Normal cost $100,000
Past-service cost 
on January 1 ,  1976 500,000
Funds held by trustee are expected 
to earn a 5% return.
In accordance with APB No. 8 what is the maximum 
provision for pension cost that Thoughtful can record 
for 1976?
a. $105,000.
b. $125,000.
c. $150,000.
d. $175,000.
7. Buyback Corporation was organized on January 1, 
1974. On that date it issued 100,000 shares of $10 par 
value common stock at $12 per share (200,000 shares 
were authorized). During the period January 1, 1974, 
through December 31, 1976, Buyback had earned net 
income of $400,000 and declared and paid cash divi­
dends of $150,000. On January 10, 1976, Buyback pur­
chased 5,000 shares of its common stock at $10 per 
share. On December 31, 1976, 3,000 treasury shares 
were sold at $7 per share. Buyback used the cost 
method in accounting for treasury stock. What should 
be the total stockholder’s equity of Buyback as of 
December 31, 1976?
a. $1,421,000.
b. $1,427,000.
c. $1,430,000.
d. $1,436,000.
8. Warren Corporation was organized on January 1,
1976, with an authorization of 500,000 shares of 
common stock with a par value of $5 per share. During 
1976 Warren had the following capital transactions:
January 5 - issued 100,000 shares at $5 per share. 
April 6 - issued 50,000 shares at $7 per share. 
June 8 - issued 15,000 shares at $10 per share. 
July 28 - purchased 25,000 shares at $4 per share. 
December 31 - sold 25,000 shares held in treasury 
at $8 per share.
Warren used the par value method to record the pur­
chase and reissuance of the treasury shares. What 
should be the balance in the account “ capital in excess 
of par value” as of December 31, 1976?
a. $175,000.
b. $200,000.
c. $250,000.
d. $275,000.
9. Samson Manufacturing Company, a calendar-year 
company, purchased a machine for $65,000 on January
1, 1974. At the date of purchase, Samson incurred the 
following additional costs:
Loss on sale of old machinery 
Freight-in 
Installation cost 
Testing costs prior to regular 
operation
$1,000
500
2,000
300
The estimated salvage value of the machine was $5,000 
and Samson estimated that the machine would have a 
useful life of 20 years, with depreciation being 
computed on the straight-line method. In January 1976, 
accessories costing $3,600 were added to the machine 
in order to reduce its operating costs. These accessories 
neither prolonged the machine’s life nor did they pro­
vide any additional salvage value. What should 
Samson record as depreciation expense for 1976?
a.
b.
c.
d.
$3,100.
$3,140.
$3,190.
$3,340.
10. The Bengal Furniture Company appropriately 
used the installment sales method in accounting for the 
following installment sale. During 1975 Bengal sold 
furniture to an individual for $3,000 at a gross profit of 
$1,200. On June 1, 1976, this installment account 
receivable had a balance of $2,200 and it was 
determined that no further collections would be made. 
Bengal therefore repossessed the merchandise. When 
reacquired, the merchandise was appraised as being 
worth only $1,100. In order to improve its salability, 
Bengal incurred costs of $100 for reconditioning. What 
should be the loss on repossessions attributable to this 
merchandise?
a. $220.
b. $320.
c. $880.
d. $1,100.
11. On December 31, 1976, Majestic Corporation sold 
for $15,000 an old machine having an original cost of 
$50,000 and a book value of $6,000. The terms of the 
sale were as follows;
$5,000 down payment
$5,000 payable on December 31 of the next two 
years
The agreement of sale made no mention of interest, 
however, 10% would be a fair rate for this type of 
transaction. What should be the amount of the notes 
receivable net of the unamortized discount on 
December 31, 1976, rounded to the nearest dollar?
a. $8,678.
b. $9,091.
c. $10,000.
d. $11,000.
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12. The Olive Corporation reported the following 
results for its years ended December 31, 1975, and 
December 31, 1976:
Income Per Books Taxable
Be fore Income Taxes Income
1975 $400,000 $ 60,000
1976 600,000 800,000
The disparity between book income and taxable income 
is attributable to timing differences. What should Olive 
record as income tax expense for the year ended 
December 31, 1976, assuming a corporate income tax 
rate of 45%?
a. $117,000.
b. $207,000.
c. $270,000.
d. $360,000.
13. Gomer Corporation reported the following results 
for its first three years of operations:
1974 - Operating income 
(before income taxes)
1975 - Operating loss 
(before income taxes)
1976 - Operating income 
(before income taxes)
$ 10,000 
(200,000) 
350,000
There were no permanent or timing differences dur­
ing these years. For the year ended December 31, 1976, 
what should Gomer record as its current income tax 
liability, assuming a corporate income tax rate of 45% 
for all years?
a. $67,500.
b. $72,000.
c. $90,000.
d. $157,500.
14. On July 1, 1976, Austin Company granted Harry 
Ross, an employee, an option to buy 500 shares of 
Austin common stock at $30 per share. The option was 
exercisable for five years from the date of the grant. 
Ross exercised his option on October 1, 1976, and sold 
his shares on December 2, 1976. The quoted market 
prices of Austin common stock during 1976 were as 
follows:
Ju ly  1
October 1 
December 2
$30 per share
35 per share 
37 per share
As a result of the option granted to Ross, Austin should 
recognize additional compensation expense for 1976 
on its books of
a. $0.
b. $1,000.
c. $2,500.
d. $3,500.
15. The following information is available for the Alex 
Corporation’s first year of operations:
Payment for merchandise purchases $200,000
Ending merchandise inventory 60,000
Accounts payable
(balance at end of year) 40,000
Collections from customers 170,000
All merchandise items were marked to sell at 30% 
above cost. What should be the ending balance in ac­
counts receivable, assuming all accounts are deemed 
collectible?
a. $64,000.
b. $90,000.
c. $142,000.
d. $168,000.
16. On January 1, 1976, Brevity Corporation acquired 
as a long-term investment for $130,000, a 40% common 
stock interest in Astute Company. On that date, Astute 
had net assets of $300,000. During 1976 Astute re­
ported net income of $60,000 and declared and paid 
cash dividends of $15,000. What is the maximum 
amount of income that Brevity can report from this 
investment for the calendar year 1976?
a. $ 6,000.
b. $18,000.
c. $23,750.
d. $24,000.
Number 2 (Estimated time----- -40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to the federal income taxation of 
corporations and partnerships. Use a soft pencil, 
preferably No. 2, to blacken the appropriate circle on 
the separate printed answer sheet to indicate your 
answer. The answers should be selected in accordance 
with the current Internal Revenue Code and Tax 
Regulations. Mark only one answer for each item. 
Answer all items. Your grade will be based on your 
total correct answers.
Items to be Answered
17. Sher Corporation’s tax liability for 1976 was 
$125,000 before claiming an investment tax credit. In 
January 1976, Sher purchased new qualified Section 38 
property for $800,000 with an estimated useful life of 
ten years. The investment tax credit allowable for 1976 
is
a. $25,000.
b. $31,250.
c. $75,000.
d. $80,000.
170
Accounting Practice —Part II
18. Trulor Corporation, not a Subchapter S corpora­
tion, had a deficit of $80,000 at the end of 1975. Its net 
income after taxes in 1976 was $40,000 (including a 
long-term capital gain of $10,000). It made distributions 
to shareholders of $20,000 in 1976. Trulor should 
describe the payments as
a. Ordinary dividends 50%; return of capital 
50%.
b. Ordinary dividends 50%; long-term capital 
gain 50%.
c. Ordinary dividends 75%; long-term capital 
gain 25%.
d. Ordinary dividends 100%.
19. The Austin Corporation was incorporated on 
January 1, 1976, and elected to be taxed as a Sub­
chapter S corporation. The net income per books for
1976 was $94,000 after reflecting the following items:
Dividends from domestic corporations $4,000 
Contributions to recognized charitable 
organizations 6,000
During 1976, Austin distributed $20,000 among its ten 
equal shareholders. What should Austin report as its 
taxable income for 1976?
a. $74,000.
b. $90,000.
c. $91,600.
d. $95,000.
20. During 1976, Livingston Corporation (not a 
Western Hemisphere Trade Corporation) donated 
$7,000 to recognized charitable organizations. Its 
taxable income for 1976, after all deductions except 
contributions, was $83,000. It had no capital gains or 
losses, but received dividend income of $20,000 from 
unaffiliated domestic corporations. What amount can 
Livingston deduct as contributions for 1976?
a. $3,150.
b. $4,150.
c. $5,000.
d. $7,000.
21. Hill Corporation and its wholly-owned subsidiary, 
Dale Corporation, file a consolidated return on a 
calendar-year basis. On March 28, 1976, Hill sold land, 
which it had used in its business for ten years, to Dale 
for $60,000. Hill’s basis in the land on March 28th was 
$40,000. Dale held the land until June 2, 1977 
whereupon it sold the property for $75,000 to an 
unrelated third party. What amount of income should 
Hill report in the consolidated return filed for 1976?
a. $0.
b. $20,000 Section 1250 gain.
c. $20,000 long-term capital gain.
d. $20,000 ordinary income.
22. Shaney Corporation repurchased its own out­
standing bonds in the open market for $258,000 on May 
31, 1976. The bonds were originally issued on May 5, 
1974, at face value of $250,000. For its tax year ending 
December 31, 1976, Shaney should report
a. Neither income nor a deduction.
b. A deduction of $4,000.
c. A capital gain of $4,000.
d. A deduction of $8,000.
23. Morris Corporation, a Subchapter S corporation, 
had taxable income and current earnings and profits of 
$200,000 for its year ended December 31, 1976. It had 
no capital gains or losses. For the year ended December
31, 1975, it had undistributed taxable income of 
$30,000. During 1976 it made the following distribu­
tions to its shareholders:
February 15 
April 15 
September 15
$50,000 (cash)
70,000 (property)
40,000 (cash)
What should be the undistributed taxable income for 
the year ended December 31, 1976?
a. $40,000.
b. $70,000.
c. $110,000.
d. $140,000.
24. The partners of Martin, Cynthia, Libber and 
Company share profits and losses in a ratio of 4:3:3 
respectively. The tax basis of each partner as of 
December 31, 1976, was as follows:
Martin
Cynthia
Libber
$7,200
6,000
2,500
During 1976 the partnership incurred an operating loss 
of $15,000. The loss is not reflected in the tax basis 
figures shown above. As a result of this loss, Martin, 
Cynthia, and Libber should deduct, respectively, on 
their 1976 individual returns
a. $6,000, $4,500, and $2,500.
b. $6,000, $4,500, and $4,500.
c. $7,000, $5,500, and $2,500.
d. $7,100, $5,400, and $2,500.
25. On April 24, 1976, Fury Corporation acquired
4,000 shares of its own $5 par value stock for $40,000. 
Fury sold this treasury stock on June 22, 1976, for 
$54,000. As a result of these transactions what should 
Fury report for 1976?
a. Ordinary income of $14,000.
b. A short-term capital gain of $14,000.
c. A long-term capital gain of $14,000.
d. No gain or loss.
171
Examination Questions—November 1977
26. For the year ended December 31, 1976, the 
partnership of Bicent and Tennial reported ordinary 
income of $260,000, which included the following items 
of expenses and losses:
Salaries paid (other than to partners)
Interest paid (other than to partners)
Real estate taxes
Contributions
Repairs
Foreign income taxes
Loss on sale of machinery held 7 years
$70,000
4,000
8,000 
2,000 
1,000 
5,000
12,000
As a result of the above items, the partnership should 
increase its ordinary income and report separately on 
its tax return
a. $19,000.
b. $23,000.
c. $24,000.
d. $74,000.
27. For the year ended December 31, 1976, Dormer 
Corporation had net income per books of $300,000. 
Included in the determination of net income were the 
following items:
Interest income on municipal bonds $10,000 
Gain on settlement of life insurance
policy (death of officer) 50,000 
Interest paid on loan to purchase
municipal bonds 2,000
Provision for federal income tax 131,000
What should Dormer report as its taxable income for 
1976?
a. $373,000.
b. $381,000.
c. $421,000.
d. $423,000.
taxable income fr om the partnership of
a. $36,500.
b. $44,000.
c. $45,500.
d. $50,000.
29. During the 1976 holiday season, Barmin Corpora­
tion gave business gifts to 16 customers. The value of 
the gifts, which were not of an advertising nature, was 
as follows:
4 @ $ 10 
4@ $ 25 
4@ $ 50 
4@ $100
For 1976, Barmin can deduct as a business expense
a. $0.
b. $140.
c. $340.
d. $740.
30. On January 1, 1976, Goss Company purchased 
new manufacturing equipment with an estimated 
useful life of 10 years for $100,000. Salvage value was 
estimated at $5,000. Goss elected to take additional 
first-year depreciation and used the double-declining- 
balance method of computing depreciation. What 
amount can Goss deduct as depreciation for 1976?
a. $18,600.
b. $19,000.
c. $21,000.
d. $21,600.
31. On December 1, 1976, Gelt Corporation distri­
buted to its sole shareholder, as a dividend in kind, a 
parcel of land that was not an inventory asset. On the 
date of the distribution, the following data were avail­
able.
28. The partnership of Bond and Felton has a fiscal 
year ending March 31. John Bond files his tax return on 
a calendar-year basis. The partnership paid Bond a 
guaranteed salary of $1,000 per month during the 
calendar year 1975 and $1,500 a month during the 
calendar year 1976. After deducting this salary the 
partnership realized ordinary income of $80,000 for the 
year ended March 31, 1976, and $90,000 for the year 
ended March 3 1 , 1977. Bond’s share of the profits is the 
salary paid him plus 40% of the ordinary income after 
deducting this salary. For 1976, Bond should report
Adjusted basis of land 
Fair market value of land 
Mortgage on land
$ 6,500 
14,000 
5,000
For the year ended December 31, 1976, Gelt had 
earnings and profits of $30,000 without regard to the 
dividend distribution. By how much should the divi­
dend distribution reduce the earnings and profits for 
1976?
a. $1,500.
b. $6,500.
c. $9,000.
d. $14,000.
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32, Alice Corporation sold machinery for $50,000 on 
December 28, 1976. The machinery had been pur­
chased on January 10, 1973 for $40,000. At the date 
of sale the machinery had an adjusted basis of $32,000. 
For 1976, Alice should report
a. Section 1245 gain of $18,000.
b. Section 1250 gain of $18,000.
c. Section 1231 gain of $8,000 and Section 1245 
gain of $10,000.
d. Section 1231 gain of $10,000 and Section 1245 
gain of $8,000.
33. Nagel Corporation had a net capital loss of 
$20,000 in 1976. Its net capital gains for the three 
preceding years were as follows:
1975
1974
1973
$2,000
8,000
4,000
What amount can Nagel Corporation deduct as a net 
capital loss for 1976?
a. $0.
b. $1,000.
c. $3,000.
d. $6,000.
Number 3 (Estimated tim e-------40 to 50 minutes)
The Terry Company manufactures a commercial 
solvent that is used for industrial maintenance. This 
solvent is sold by the drum and generally has a stable 
selling price. Due to a decrease in demand for this 
product, Terry produced and sold 60,000 drums in 
December 1976 which is 50% of normal capacity.
The following information is available regarding 
Terry’s operations for the month of December 1976:
1. Standard costs per drum of product manu­
factured were as follows:
Materials:
10 gallons of raw material 
1 empty drum
Total materials
Direct labor:
1 hour
$20
__ 1_
$21
$ 7
2. Costs incurred during December 1976 were 
as follows:
Raw materials:
600,000 gallons were purchased at a 
cost of $1,150,000.
700,000 gallons were used.
Empty drums:
85,000 drums were purchased at a 
cost of $85,000.
60,000 drums were used.
Direct labor:
65,000 hours were worked at a 
cost of $470,000.
Factory overhead:
Depreciation of building and 
machinery (fixed) $230,000
Supervision and indirect labor 
(semi-variable) 360,000
Other factory overhead 
(variable) 76,500
Total factory overhead $666,500
3. The fixed overhead budget for the December 
level of production was $275,000.
4. In November 1976, at normal capacity of
120,000 drums, supervision and indirect labor costs 
were $680,000. All cost functions are linear.
Required:
Prepare a schedule computing the following 
variances for the month of December 1976:
a. Materials price variance (computed at time of 
purchase).
b. Materials usage variance.
c. Labor rate variance.
d. Labor usage (efficiency) variance.
e. Factory overhead using a four-variance 
method. Each of the four variances should 
be appropriately titled.
Indicate whether each variance was favorable or un­
favorable.
Factory overhead (fixed): 
Per direct labor hour $ 4
Factory overhead (variable): 
Per direct labor hour $ 6
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Presented below is the combined balance sheet of Dexter Hospital as of December 3 1 , 1975:
Dexter Hospital 
BALANCE SHEET
As of December 31, 1975
Examination Questions—November 1977
Assets Liabilities and Fund Balances
Operating Fund
Cash
Accounts receivable 
Less allowance for un­
collectible accounts 
Inventory of supplies
Total
$37,000
7.000
$20,000
30,000
14,000 
$64,000
Accounts payable 
Accrued expenses
Total liabilities
Fund balance
Total
$16,000
6,000
22,000
42,000
$64,000
Plant Fund
Cash
Investments 
Land 
Buildings 
Less accumulated 
depreciation
Equipment 
Less accumulated 
depreciation
Total
$ 53,800
71,200
400,000
$1,750,000
430,000 1,320,000
680,000
134,000 546,000 
$2,391,000
Mortgage bonds payable
Fund balance:
Investment in plant 
Reserved for plant improve­
ment and replacement
Total
$ 150,000
2,021,000
220,000
2,241,000
$2,391,000
Cash
Investments
Total
Endowment Fund
$ 6,000 
260,000
$266,000
Fund balance
Total
$266,000
$266,000
174
Accounting Practice—Part II
During 1976 the following transactions occurred:
1. Gross charges for hospital services, all 
charged to accounts receivable, were as follows:
Room and board charges $780,000
Charges for other professional 
services 321,000
2. Deductions from gross earnings were as 
follows:
Provision for uncollectible 
receivables 
Charity service
$30,000
15,000
3. The Operating Fund paid $18,000 to retire 
mortgage bonds payable with an equivalent fair value. 
The Operating Fund will not be repaid.
4. During the year the Operating Fund received 
general contributions of $50,000 and income from 
Endowment Fund investments of $6,500. The Oper­
ating Fund has been designated to receive income 
earned on Endowment Fund investments.
5. New equipment costing $26,000 was acquired. 
An x-ray machine which originally cost $24,000 and 
which had an undepreciated cost of $2,400 was sold for 
$500.
6. Vouchers totaling $1,191,000 were issued for 
the following items:
Administrative service expenses $120,000
Fiscal service expense 95,000
General service expense 225,000
Nursing service expense 520,000
Other professional service
expense 165,000
Supplies 60,000
Expenses accrued at December 31,
1975 6,000
7. Collections on accounts receivable totaled 
$985,000. Accounts written off as uncollectible amount­
ed to $11,000.
8. Cash payments on vouchers payable during 
the year were $825,000.
9. Supplies of $37,000 were issued to nursing 
services.
10. On December 31, 1976, accrued interest 
income on Plant Fund investments was $800.
11. Depreciation of buildings and equipment was 
as follows:
Buildings
Equipment
$44,000
73,000
12. On December 31, 1976, an accrual of $6,100 
was made for fiscal service expense on Plant Fund 
bonds.
Required:
For the period January 1, 1976, through 
December 31, 1976, prepare journal entries to record 
the transactions described above for the following 
funds of Dexter Hospital:
Operating Fund 
Plant Fund 
Endowment Fund
Each journal entry should be numbered to correspond 
with the transaction described above.
Your answer sheet should be organized as follows:
Operating
Fund
Plant
Fund
Endowment
Fund
Accounts Debit Credit Debit Credit Debit Credit
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Number 5 consists of two unrelated parts.
Part a. On January 1, 1976, Todd Corporation 
made the following investments:
• Acquired for cash, 80% of the outstanding 
common stock of Meadow Corporation at $70 per share. 
The stockholders’ equity of Meadow on January 1, 1976 
consisted of the following;
Number 5 (Estimated time----- -50 to 60 minutes)
Common stock, par value $50 
Retained earnings
$50,000
20,000
• Acquired for cash, 70% of the outstanding 
common stock of Van Corporation at $40 per share. The 
stockholders’ equity of Van on January 1, 1976 consist­
ed of the following:
Common stock, par value $20 
Capital in excess of par value 
Retained earnings
$60,000
20,000
40,000
After these investments were made, Todd was able 
to exercise significant influence over the operations 
of both companies.
An analysis of the retained earnings of each 
company for 1976 is as follows:
Balance, 1/1/76 
Net income (loss)
Cash dividends paid ( 
Balance, 12/31/76
Todd Meadow Van
$240,000 $20,000 $40,000
104,600 36,000 ( 12,000)
: 40,000) ( 16,000) ( 9,000)
$304,600 $40,000 $19,000
Required:
1. What entries should have been made on the 
books of Todd during 1976 to record the following?
• Investments in subsidiaries.
• Parent’s share of subsidiary income or loss.
• Subsidiary dividends received.
2. Using the “ parent company theory,” compute 
the amount of minority interest in each subsidiary’s 
stockholders’ equity at December 31, 1976.
3. What amount should be reported as consoli­
dated retained earnings of Todd Corporation and sub­
sidiaries as of December 31, 1976?
Note: Show all supporting computations in good form. 
Ignore income taxes and deferred tax considerations in 
your answers.
Part b. On December 31, 1976, Cole Company 
and Bond Company entered into a business combina­
tion appropriately accounted for as a pooling of inter­
ests. As a result of this combination a new 
company, Gold Corporation, was formed with 500,000 
authorized shares of no par, $1-stated-value common 
stock. The management of Gold did not intend to retain 
either Cole or Bond as subsidiaries.
On December 31, 1976, Gold issued its common 
stock in exchange for all of the outstanding common 
stock of Cole and Bond as follows:
Cole: 300,000 shares of Gold common stock for 
all 10,000 outstanding shares of Cole’s $5 
par value common stock.
Bond: 200,000 shares of Gold common stock for 
all 4,000 outstanding shares of Bond’s $10 
par value common stock.
There were no intercompany transactions between 
these companies.
Presented below are condensed financial state­
ments of Cole and Bond for the year ended 
December 31, 1976, prior to the pooling of interests.
Balance Sheets
Cole Bond 
Company Company
Assets:
Current assets $260,000 $235,000
Property, plant and
equipment (net) 410,000 320,000
Other assets 90,000 65,000
$760,000 $620,000
Liabilities and Stock­
holders' Equity:
Current liabilities $167,000 $124,000
Long-term debt 300,000 —
Common stock 50,000 40,000
Capital in excess of par
value 10,000 160,000
Retained earnings 233,000 296,000
$760,000 $620,000
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Statements of Income and Retained Earnings
Cole Bond
Net sales
Costs and expenses:
Cost of sales 
Operating and other 
expenses
Net income 
Retained earnings, 
January 1 ,  1976
Retained earnings, 
December 3 1 , 1976
$1,600,000 $2,200,000
1,120,000 1,560,000
330,000 480,000
1,450,000 2,040,000
150,000 160,000
83,000 136,000
$ 233,000 $ 296,000
Cole values its inventory using the FIFO method; 
Bond uses the LIFO method for its inventory. Bond 
agreed to change its method of inventory valuation 
from LIFO to FIFO prior to the business combination.
Bond began operations on January 1, 1975, and 
data relevant to Bond’s inventory are as follows:
LIFO FIFO 
Method Method
Inventory, December 3 1 , 1975 $42,000 $62,000 
Inventory, December 3 1 , 1976 $55,000 $85,000
Required:
1. Prepare the adjusting journal entry with the 
appropriate explanation and supporting calculations 
to be made by Bond Company on December 31, 1976, 
to change its inventory from LIFO cost to FIFO cost. 
Income taxes should not be considered in your solution.
2. Prepare a schedule computing pooled re­
tained earnings of Gold Corporation as of December 31,
1976.
3. Prepare the December 31, 1976, journal entry 
on the books of Gold Corporation to record the business 
combination as a pooling of interests.
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and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN AUDITING
November 3, 1977; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
Total
90 105
15 25
15 25
15 30
15 25
150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer ail items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor
a. Inspect all fixed assets acquired during 
the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the 
existing internal control.
d. Count client petty-cash funds.
Answer Sheet 
96. a  b  c  d
Items to be Answered
1. Automated equipment controls in an electronic 
data processing system are designed to detect errors 
arising from
a. Operation of the electronic data processing 
equipment.
b. Lack of human alertness.
c. Incorrect input and output data.
d. Poor management of the electronic data 
processing installation.
2. A CPA, who is a member of the American 
Institute of Certified Public Accountants, wrote an 
article for publication in a professional journal. The 
AICPA Code of Professional Ethics would be violated 
if the CPA allowed the article to state that the CPA 
was
a. A member of the American Institute of 
Certified Public Accountants.
b. A professor at a school of professional 
accountancy.
c. A partner in a national CPA firm.
d. A practitioner specialized in providing tax 
services.
3. The auditor’s report may be addressed to the 
company whose financial statements are being ex­
amined or to that company’s
a. Chief operating officer.
b. President.
c. Board of Directors.
d. Chief financial officer.
Number 1 (Estimated time----- -90 to 105 minutes) 4. A CPA examines the financial statements of a 
local bank. According to the AICPA Code of Pro­
fessional Ethics, the appearance of independence 
ordinarily would not be impaired if the CPA
a. Serves on the bank’s committee that ap­
proves loans.
b. Owns several shares of the bank’s common 
stock.
c. Obtains a short-term loan from the bank.
d. Uses the bank’s time-sharing computer 
service to solve client-related problems.
5. Madison Corporation has a few large accounts 
receivable that total $1,000,000. Nassau Corporation 
has a great number of small accounts receivable that 
also total $1,000,000. The importance of an error in 
any one account is, therefore, greater for Madison 
than for Nassau. This is an example of the auditor’s 
concept of
a. Materiality.
b. Comparative analysis.
c. Reasonable assurance.
d. Relative risk.
6. Which of the following best describes what the 
auditor means by the rate of occurrence in an attribute 
sampling plan?
a. The number of errors that can reasonably 
be expected to be found in a population.
b. The frequency with which a certain charac­
teristic occurs within a population.
c. The degree of confidence that the sample 
is representative of the population.
d. The dollar range within which the true pop­
ulation total can be expected to fall.
7. The auditor’s best course of action with respect 
to “ other financial information” included in an annual 
report containing the auditor’s report is to
a. Indicate in the auditor’s report, that the 
“other financial information” is unaudited.
b. Consider whether the “ other financial in­
formation” is accurate by performing a 
limited review.
c. Obtain written representations from man­
agement as to the material accuracy of the 
“ other financial information.”
d. Read and consider the manner of present­
ation of the “other financial information.”
8. A surprise observation by an auditor of a client’s 
regular distribution of paychecks is primarily designed 
to satisfy the auditor that
a. All unclaimed payroll checks are properly 
returned to the cashier.
b. The paymaster is not involved in the dis­
tribution of payroll checks.
c. All employees have in their possession 
proper employee identification.
d. Names on the company payroll are those 
of bona fide employees presently on the job.
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9. The AICPA Code of Professional Ethics recog­
nizes that the reliance of the public, the government 
and the business community on sound financial re­
porting imposes particular obligations on CPAs. The 
code derives its authority from
a. Public laws enacted over the years.
b. General acceptance of the code by the busi­
ness community.
c. Requirements of governmental regulatory 
agencies such as the Securities and Exchange 
Commission.
d. Bylaws of the American Institute of Certified 
Public Accountants.
13. An audit program for the examination of the re­
tained earnings account should include a step that 
requires verification of the
a. Gain or loss resulting from disposition of 
treasury shares.
b. Market value used to charge retained earn­
ings to account for a two-for-one stock split.
c. Authorization for both cash and stock divi­
dends.
d. Approval of the adjustment to the beginning 
balance as a result of a write-down of an ac­
count receivable.
10. Under which of the following circumstances 
could an auditor consider rendering an opinion on 
pro forma statements that give effect to proposed 
transactions?
a. When the pro forma statements include a­
mounts based on financial projections.
b. When the time interval between the date of 
the financial statements and consummation 
of the transactions is relatively long.
c. When certain subsequent events have some 
chance of interfering with the consumma­
tion of the transactions.
d. When the proposed transactions are sub­
ject to a definitive agreement among the 
parties.
14. The independent auditor should acquire an un­
derstanding of a client’s internal audit function to 
determine whether the work of internal auditors will 
be a factor in determining the nature, timing, and ex­
tent of the independent auditor’s procedures. The 
work performed by internal auditors might be such 
a factor when the internal auditor’s work includes
a. Verification of the mathematical accuracy 
of invoices.
b. Review of administrative practices to im­
prove efficiency and achieve management 
objectives.
c. Study and evaluation of internal accounting 
control.
d. Preparation of internal financial reports for 
management purposes.
11. The fourth generally accepted auditing stand­
ard of reporting requires an auditor to render a report 
whenever an auditor’s name is associated with finan­
cial statements. The overall purpose of the fourth 
standard of reporting is to require that reports
a. State that the examination of financial state­
ments has been conducted in accordance 
with generally accepted auditing standards.
b. Indicate the character of the auditor’s ex­
amination and the degree of responsibility 
assumed by the auditor.
c. Imply that the auditor is independent in 
fact as well as in appearance with respect 
to the financial statements under examina­
tion.
d. Express whether the accounting principles 
used in preparing the financial statements 
have been applied consistently in the period 
under examination.
12. The auditor’s report makes reference to the basic 
financial statements, which are customarily considered 
to be the balance sheet and the statements of
a. Income and changes in financial position.
b. Income, changes in retained earnings, and 
changes in financial position.
c. Income, retained earnings, and changes in 
financial position.
d. Income and retained earnings.
15. During its fiscal year, a company issued, at a 
discount, a substantial amount of first-mortgage 
bonds. When performing audit work in connection 
with the bond issue, the independent auditor should
a. Confirm the existence of the bondholders.
b. Review the minutes for authorization.
c. Trace the net cash received from the issu­
ance to the bond payable account.
d. Inspect the records maintained by the bond 
trustee.
16. Although there is no professional requirement to 
do so on audit engagements, CPAs normally issue a 
formal “ management” letter to their clients. The 
primary purpose of this letter is to provide
a. Evidence indicating whether the auditor is 
reasonably certain that the system of inter­
nal accounting control is operating as pre­
scribed.
b. A permanent record of the internal account­
ing control work performed by the auditor 
during the course of the engagement.
c. A written record of discussions between 
auditor and client concerning the auditor’s 
observations and suggestions for improve­
ments.
d. A summary of the auditor’s observations that 
resulted from the auditor’s special study of 
the system of internal control.
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17. Which of the following policies is an internal 
accounting control weakness related to the acquisi­
tion of factory equipment?
a. Acquisitions are to be made through and 
approved by the department in need of the 
equipment.
b. Advance executive approvals are required 
for equipment acquisitions.
c. Variances between authorized equipment 
expenditures and actual costs are to be im­
mediately reported to management.
d. Depreciation policies are reviewed only once 
a year.
18. A control feature in an electronic data process­
ing system requires the central processing unit (CPU) 
to send signals to the printer to activate the print 
mechanism for each character. The print mechanism, 
just prior to printing, sends a signal back to the CPU 
verifying that the proper print position has been acti­
vated. This type of hardware control is referred to as
a. Echo control.
b. Validity control.
c. Signal control.
d. Check digit control.
19. The first general standard of generally accepted 
auditing standards, which states in part that the ex­
amination is to be performed by a person or persons 
having adequate technical training, requires that an 
auditor have
a. Education and experience in the field of 
auditing.
b. Ability in the planning and supervision of 
the audit work.
c. Proficiency in business and financial matters.
d. Knowledge in the areas of financial ac­
counting.
20. Halsey is the independent auditor examining 
the consolidated financial statements of Rex, Inc., a 
publicly-held corporation. Lincoln is the independent 
auditor who has examined and reported on the finan­
cial statements of a wholly-owned subsidiary of 
Rex, Inc. Halsey’s first concern with respect to the 
Rex financial statements is to decide whether Halsey
a. Can serve as the principal auditor and re­
port as such on the consolidated financial 
statements of Rex, Inc.
b. Can make reference to the work of Lincoln 
in Halsey’s report on the consolidated fi­
nancial statements.
c. Should review the workpapers of Lincoln 
with respect to the examination of the sub­
sidiary’s financial statements.
d. Should resign from the engagement since 
a qualified opinion is the only type that 
could be rendered on the consolidated fi­
nancial statements.
21. In which of the following circumstances would 
an auditor be required to issue a qualified report with 
a separate explanatory paragraph?
a. The auditor satisfactorily performed alter­
native accounts receivable procedures be­
cause scope limitations prevented perform­
ance of normal procedures.
b. The financial statements reflect the effects 
of a change in accounting principles from 
one period to the next.
c. A particular note to the financial statements 
discloses a company accounting method 
which deviates from generally accepted ac­
counting principles.
d. The financial statements of a significant 
subsidiary were examined by another auditor, 
and reference to the other auditor’s report 
is to be made in the principal auditor’s 
report.
22. Sanbor Corporation has an inventory of parts con­
sisting of thousands of different items of small value 
individually, but significant in total. Sanbor could 
establish effective internal accounting control over the 
parts by requiring
a. Approval of requisitions for inventory parts 
by a company officer.
b. Maintenance of inventory records for all 
parts included in the inventory.
c. Physical counts of the parts on a cycle basis 
rather than at year end.
d. Separation of the store-keeping function from 
the production and inventory record-keeping 
functions.
23. An electronic data processing technique, which 
collects data into groups to permit convenient and 
efficient processing, is known as
a. Document-count processing.
b. Multi-programming.
c. Batch processing.
d. Generalized-audit processing.
24. Which of the following is an effective internal 
accounting control used to prove that production de­
partment employees are properly validating payroll 
timecards at a time-recording station?
a. Timecards should be carefully inspected by 
those persons who distribute pay envelopes 
to the employees.
b. One person should be responsible for main­
taining records of employee time for which 
salary payment is not to be made.
c. Daily reports showing time charged to jobs 
should be approved by the foreman and 
compared to the total hours worked on the 
employee timecards.
d. Internal auditors should make observations 
of distribution of paychecks on a surprise 
basis.
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25. Based on observations made during an audit, 
the independent auditor should discuss with man­
agement the effectiveness of the company’s internal 
procedures that protect against the purchase of
a. Required supplies provided by a vendor 
who offers no trade or cash discounts.
b. Inventory items acquired based on an eco­
nomic order quantity (EOQ) inventory man­
agement concept.
c. New equipment that is needed but does not 
qualify for investment tax credit treatment.
d. Supplies individually ordered, without con­
sidering possible volume discounts.
26. The first standard of field work, which states that 
the work is to be adequately planned, and assistants, if 
any, are to be properly supervised, recognizes that
a. Early appointment of the auditor is advan­
tageous to the auditor and the client.
b. Acceptance of an audit engagement after 
the close of the client’s fiscal year is gen­
erally not permissible.
c. Appointment of the auditor subsequent to 
the physical count of inventories requires 
a disclaimer of opinion.
d. Performance of substantial parts of the ex­
amination is necessary at interim dates.
27. In pursuing its quality control objectives with 
respect to independence, a CPA firm may use policies 
and procedures such as
a. Emphasizing independence of mental atti­
tude in firm training programs and in super­
vision and review of work.
b. Prohibiting employees from owning shares 
of the stock of publicly-traded companies.
c. Suggesting that employees conduct their 
banking transactions with banks that do not 
maintain accounts with client firms.
d. Assigning employees, who may lack inde­
pendence, to research positions that do not 
require participation in field audit work.
28. In connection with the examination of financial 
statements, an independent auditor could be respon­
sible for failure to detect a material fraud if
a. Statistical sampling techniques were not 
used on the audit engagement.
b. The auditor planned the work in a hasty and 
inefficient manner.
c. Accountants performing important parts of 
the work failed to discover a close relation­
ship between the treasurer and the cashier.
d. The fraud was perpetrated by one client 
employee, who circumvented the existing 
internal controls.
29. Overall analysis of income statement accounts 
may bring to light errors, omissions, and inconsist­
encies not disclosed in the overall analysis of balance 
sheet accounts. The income statement analysis can 
best be accomplished by comparing monthly
a. Income statement ratios to balance sheet 
ratios.
b. Revenue and expense account balances to 
the monthly reported net income.
c. Income statement ratios to published in­
dustry averages.
d. Revenue and expense account totals to the 
corresponding figures of the preceding 
years.
30. If an auditor was engaged to discover errors or 
irregularities and the auditor performed extensive 
detail work, which of the following could the auditor 
be expected to detect?
a. Mispostings of recorded transactions.
b. Unrecorded transactions.
c. Counterfeit signatures on paid checks.
d. Collusive fraud.
31. The primary objective of a CPA’s observation 
of a client’s physical inventory count is to
a. Discover whether a client has counted a 
particular inventory item or group of items.
b. Obtain direct knowledge that the inventory 
exists and has been properly counted.
c. Provide an appraisal of the quality of the 
merchandise on hand on the day of the 
physical count.
d. Allow the auditor to supervise the conduct 
of the count so as to obtain assurance that 
inventory quantities are reasonably accurate.
32. Which of the following best describes why an 
independent auditor is asked to express an opinion 
on the fair presentation of financial statements?
a. It is difficult to prepare financial statements 
that fairly present a company’s financial 
position and changes in financial position 
and operations without the expertise of an 
independent auditor.
b. It is management’s responsibility to seek a­
vailable independent aid in the appraisal 
of the financial information shown in its fi­
nancial statements.
c. The opinion of an independent party is need­
ed because a company may not be objective 
with respect to its own financial statements.
d. It is a customary courtesy that all stock­
holders of a company receive an independ­
ent report on management’s stewardship 
in managing the affairs of the business.
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33. An internal management tool that aids in the 
control of the financial management function is a 
cash budget. The principal aim of a cash budget 
is to
a. Insure that sufficient funds are available 
at all times to satisfy maturing liabilities.
b. Measure adherence to company budgetary 
procedures.
c. Prevent the posting of cash receipts and 
disbursements to incorrect accounts.
d. Assure that the accounting for cash receipts 
and disbursements is consistent from year 
to year.
34. Which of the following employees in a company’s 
electronic data processing department should be re­
sponsible for designing new or improved data pro­
cessing procedures?
a. Flowchart editor.
b. Programmer.
c. Systems analyst.
d. Control-group supervisor.
35. Which of the following best describes how an 
auditor, when evaluating internal accounting control, 
considers the types of errors and irregularities that 
could occur and determines those control procedures 
that should prevent or detect such errors or irregu­
larities?
a. Discussions with management with respect 
to the system of internal accounting control 
and how management determines that the 
system is functioning properly.
b. Review of questionnaires, flowcharts, check­
lists, instructions or similar generalized ma­
terials used by the auditor.
c. Exercise of professional judgment in eval­
uating the reliability of supporting docu­
mentation,
d. Use of attribute sampling techniques to 
gather information for tests of compliance.
36. A CPA accepts an engagement for a professional 
service without violating the AICPA Code of Profes­
sional Ethics if the service involves
a. The preparation of cost projections for sub­
mission to a governmental agency as an 
application for a rate increase, and the fee 
will be paid if there is a rate increase.
b. Tax preparation, and the fee will be based 
on whether the CPA signs the tax return 
prepared.
c. A litigatory matter, and the fee is not known 
but is to be determined by a district court.
d. Tax return preparation, and the fee is to be 
based on the amount of taxes saved, if any.
37. Richard, CPA, performs accounting services 
for Norton Corporation. Norton wishes to offer its 
shares to the public and asks Richard to audit the fi­
nancial statements prepared for registration purposes. 
Richard refers Norton to Cruz, CPA, who is more 
competent in the area of registration statements. Cruz 
performs the audit of Norton’s financial statements 
and subsequently thanks Richard for the referral by 
giving Richard a portion of the audit fee collected. 
Richard accepts the fee. Who, if anyone, has violated 
professional ethics?
a. Only Richard.
b. Both Richard and Cruz.
c. Only Cruz.
d. Neither Richard nor Cruz.
38. A computer service center processes, for an 
auditor’s client, financial data that has a material effect 
on that client’s financial statements. The independent 
auditor need not consider a review of the service center 
controls if
a. The service center controls have already 
been reviewed by the internal audit team 
of the client.
b. The service center processes data exclu­
sively for the audit client and its subsidiaries.
c. The user controls relied upon, which are 
external to the service center, are adequate 
to provide assurance that errors and irregu­
larities may be discovered with reasonable 
promptness.
d. The service center is a partially-owned sub­
sidiary of the client company, whose finan­
cial statements are examined by another 
CPA.
39. An independent auditor studies and evaluates 
a client’s electronic data processing system. The 
auditor’s study portion includes two phases: (1) a re­
view or investigation of the system and (2) tests of 
compliance. The latter phase might include which 
of the following?
a. Examination of systems flowcharts to deter­
mine whether they reflect the current status 
of the system.
b. Examination of the systems manuals to de­
termine whether existing procedures are 
satisfactory.
c. Examination of the machine room log book 
to determine whether control information 
is properly recorded.
d. Examination of organization charts to de­
termine whether electronic data processing 
department responsibilities are properly 
separated to afford effective control.
40. An auditor should not render a report on
a. The achievability of forecasts.
b. Client internal control.
c. Management performance.
d. Quarterly financial information.
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41. It is sometimes impracticable or impossible for 
an auditor to use normal accounts receivable confirm­
ation procedures. In such situations the best alterna­
tive procedure the auditor might resort to would be
a. Examining subsequent receipts of year-end 
accounts receivable.
b. Reviewing accounts receivable aging sched­
ules prepared at the balance sheet date 
and at a subsequent date.
c. Requesting that management increase the 
allowance for uncollectible accounts by an 
amount equal to some percentage of the 
balance in those accounts that cannot be 
confirmed.
d. Performing an overall analytic review of 
accounts receivable and sales on a year-to- 
year basis.
42. Engagement letters are widely used in practice 
for professional engagements of all types. The pri­
mary purpose of the engagement letter is to
a. Remind management that the primary re­
sponsibility for the financial statements 
rests with management.
b. Satisfy the requirements of the CPA’s lia­
bility insurance policy.
c. Provide a starting point for the auditor’s 
preparation of the preliminary audit program.
d. Provide a written record of the agreement 
with the client as to the services to be pro­
vided.
43. A report based on a limited review of interim 
financial statements would include all of the follow­
ing elements except
a. A statement that an examination was per­
formed in accordance with generally accept­
ed auditing standards.
b. A description of the procedures performed 
or a reference to procedures described in 
an engagement letter.
c. A statement that a limited review would not 
necessarily disclose all matters of signifi­
cance.
d. An identification of the interim financial 
information reviewed.
44. An auditor selects a preliminary sample of 100 
items out of a population of 1,000 items. The sample 
statistics generate an arithmetic mean of $120, a 
standard deviation of $12 and a standard error of the 
mean of $1.20. If the sample was adequate for the 
auditor’s purposes and the auditor’s desired precision 
was plus or minus $2,000, the minimum acceptable 
dollar value of the population would be
a. $122,000.
b. $120,000.
c. $118,000.
d. $117,600.
45. The use of fidelity bonds protects a company 
from embezzlement losses and also
a. Protects employees who make unintentional 
errors from possible monetary damages 
resulting from such errors.
b. Allows the company to substitute the fidel­
ity bonds for various parts of internal ac­
counting control.
c. Reduces the company’s need to obtain ex­
pensive business interruption insurance.
d. Minimizes the possibility of employing per­
sons with dubious records in positions of 
trust.
46. Which of the following most completely describes 
how independence has been defined by the CPA pro­
fession?
a. Performing an audit from the viewpoint 
of the public.
b. Avoiding the appearance of significant 
interests in the affairs of an audit client.
c. Possessing the ability to act with integrity 
and objectivity.
d. Accepting responsibility to act profession­
ally and in accordance with a professional 
code of ethics.
47. Which of the following is a standard internal ac­
counting control for cash disbursements?
a. Checks should be signed by the controller 
and at least one other employee of the 
company.
b. Checks should be sequentially numbered 
and the numerical sequence should be ac­
counted for by the person preparing bank 
reconciliations.
c. Checks and supporting documents should 
be marked “ Paid” immediately after the 
check is returned with the bank statement.
d. Checks should be sent directly to the payee 
by the employee who prepares documents 
that authorize check preparation.
48. To avoid potential errors and irregularities a 
well-designed system of internal accounting control 
in the accounts payable area should include a separ­
ation of which of the following functions?
a. Cash disbursements and invoice verifica­
tion.
b. Invoice verification and merchandise order­
ing.
c. Physical handling of merchandise received 
and preparation of receiving reports.
d. Check signing and cancellation of payment 
documentation.
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49. Which of the following is the best reason why 
an auditor should consider observing a client’s dis­
tribution of regular payroll checks?
a. Separation of payroll duties is less than ad­
equate for effective internal control.
b. Total payroll costs are a significant part of 
total operating costs.
c. The auditor did not observe the distribution 
of the entire regular payroll during the audit 
in the prior year.
d. Employee turnover is excessive.
50. Which of the following audit procedures would 
be least effective for detecting contingent liabilities?
a. Abstracting the minutes of the meetings of 
the board of directors.
b. Reviewing the bank confirmation letters.
c. Examining confirmation letters from cus­
tomers.
d. Confirming pending legal matters with the 
corporate attorney.
51. An auditor can use a generalized computer audit 
program to verify the accuracy of
a. Data processing controls.
b. Accounting estimates.
c. Totals and sub-totals.
d. Account classifications.
52. During which phase of an audit examination is 
the preparation of flowcharts most appropriate?
a. Review of the system of internal account­
ing control.
b. Tests of compliance with internal account­
ing control procedures.
c. Evaluation of the system of internal admin­
istrative control.
d. Analytic review of operations.
53. The purpose of using generalized computer pro­
grams is to test and analyze a client’s computer
a. Systems.
b. Equipment.
c. Records.
d. Processing logic.
54. When preparing a record of a client’s system of 
internal accounting control, the independent auditor 
sometimes uses a systems flowchart, which can best 
be described as a
a. Pictorial presentation of the flow of instruc­
tions in a client’s internal computer system.
b. Diagram which clearly indicates an organ­
ization’s internal reporting structure.
c. Graphic illustration of the flow of operations 
which is used to replace the auditor’s inter­
nal control questionnaire.
d. Symbolic representation of a system or series 
of sequential processes.
55. Which of the following best describes the most 
important stage of an auditor’s statistical analysis of 
significant ratios and trends?
a. Computation of significant ratios and trends.
b. Interpretation of significant variations and 
unusual relationships.
c. Reconciliation of statistical data to the cli­
ent’s accounting records.
d. Comparison of statistical data to prior year 
statistics and to similar data published by 
governmental and private sources.
56. The third general auditing standard requires 
that due professional care be exercised in the per­
formance of the examination and the preparation of 
the report. The matter of due professional care deals 
with what is done by the independent auditor and how 
well it is done. For example, due care in the matter 
of working papers requires that working paper
a. Format be neat and orderly and include both 
a permanent file and a general file.
b. Content be sufficient to provide support 
for the auditor’s report, including the 
auditor’s representation as to compliance 
with auditing standards.
c. Ownership be determined by the legal 
statutes of the state where the auditor prac­
tices.
d. Preparation be the responsibility of assist­
ant accountants whose work is reviewed 
by senior accountants, managers, and part­
ners.
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57. Internal accounting control comprises the plan 
of organization and the procedures and records that 
are concerned with the safeguarding of assets and 
the
a. Decision processes of management.
b. Reliability of financial records.
c. Authorization of transactions.
d. Achievement of administrative objectives.
58. During the course of an audit, an auditor required 
additional research and consultation with others. This 
additional research and consultation is considered to 
be
a. An appropriate part of the professional con­
duct of the engagement.
b. A responsibility of the management, not the 
auditor.
c. A failure on the part of the CPA to comply 
with generally accepted auditing standards 
because of a lack of competence.
d. An unusual practice which indicates that 
the CPA should not have accepted the en­
gagement.
59. When an independent auditor’s examination 
of financial statements discloses special circum­
stances that make the auditor suspect that fraud may 
exist, the auditor’s initial course of action should 
be to
a. Recommend that the client pursue the sus­
pected fraud to a conclusion that is agree­
able to the auditor.
b. Extend normal audit procedures in an at­
tempt to detect the full extent of the sus­
pected fraud.
c. Reach an understanding with the proper 
client representative as to whether the 
auditor or the client is to make the investi­
gation necessary to determine if a fraud 
has in fact occurred.
d. Decide whether the fraud, if in fact it should 
exist, might be of such a magnitude as to af­
fect the auditor’s report on the financial 
statements.
60. When reviewing a client’s statement of changes 
in financial position, where the concept of funds is 
interpreted to mean cash, which of the following would 
the auditor expect to find under the caption “ Expense 
not requiring outlay of working capital in the current 
period” ?
a. An extraordinary charge as a result of early 
extinguishment of debt.
Conversion of long-term debt to common 
stock.
Goodwill arising from acquisition of a sub­
sidiary.
Provision for uncollectible accounts receiv­
able.
b.
c.
d.
Number 2 (Estimated time----- -15 to 25 minutes)
Part a. The first generally accepted auditing 
standard of field work requires, in part, that “ the work 
is to be adequately planned.” An effective tool that aids 
the auditor in adequately planning the work is an audit 
program.
Required:
What is an audit program, and what purposes does 
it serve?
Part b. Auditors frequently refer to the terms 
“ Standards” and “ Procedures.” Standards deal with 
measures of the quality of the auditor’s performance. 
Standards specifically refer to the ten generally 
accepted auditing standards. Procedures relate to those 
acts that are performed by the auditor while trying to 
gather evidence. Procedures specifically refer to the 
methods or techniques used by the auditor in the 
conduct of the examination.
Required:
List at least eight different types of procedures that 
an auditor would use during an examination of financial 
statements. For example, a type of procedure that an 
auditor would frequently use is the observation of 
activities and conditions. Do not discuss specific 
accounts.
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Rivers, CPA, is the auditor for a manufacturing 
company with a balance sheet that includes the caption 
“ Property, Plant and Equipment.” Rivers has been 
asked by the company’s management if audit adjust­
ments or reclassifications are required for the following 
material items that have been included or excluded 
from “ Property, Plant & Equipment.”
1. A tract of land was acquired during the year. 
The land is the future site of the client’s new head­
quarters which will be constructed in the following 
year. Commissions were paid to the real estate agent 
used to acquire the land, and expenditures were made 
to relocate the previous owner’s equipment. These 
commissions and expenditures were expensed and are 
excluded from “ Property, Plant & Equipment.”
2. Clearing costs were incurred to make the land 
ready for construction. These costs were included in 
“ Property, Plant & Equipment.”
3. During the land clearing process, timber and 
gravel were recovered and sold. The proceeds from the 
sale were recorded as other income and are excluded 
from “ Property, Plant & Equipment.”
4. A group of machines was purchased under a 
royalty agreement which provides royalty payments 
based on units of production from the machines. The 
cost of the machines, freight costs, unloading charges, 
and royalty payments were capitalized and are included 
in “ Property, Plant & Equipment.”
Required:
a. Describe the general characteristics of assets, 
such as land, buildings, improvements, machinery, 
equipment, fixtures, etc., that should normally be 
classified as “ Property, Plant & Equipment,” and 
identify audit objectives (i.e., how an auditor can obtain 
audit satisfaction) in connection with the examination of 
“ Property, Plant & Equipment.” Do not discuss 
specific audit procedures.
b. Indicate whether each of the above items 
numbered 1 to 4 requires one or more audit adjust­
ments or reclassifications, and explain why such 
adjustments or reclassifications are required or not 
required.
Organize your answer as follows:
Number 3 (Estimated time----- -15 to 25 minutes)
Jones and Todd, a local CPA firm, received an 
invitation to bid for the audit of a local, federally- 
assisted program. The audit is to be conducted in 
accordance with the audit standards published by the 
General Accounting Office (GAO), a federal auditing 
agency. Jones and Todd has become familiar with the 
GAO standards and recognizes that the GAO standards 
are not inconsistent with generally accepted auditing 
standards (GAAS). The GAO standards, unlike GAAS, 
are concerned with more than the financial aspects of 
an entity’s operations. The GAO standards broaden the 
definition of auditing by establishing that the full scope 
of an audit should encompass the following elements:
1. An examination of financial transactions, ac­
counts, and reports, including an evaluation of com­
pliance with applicable laws and regulations.
2. A review of efficiency and economy in the use 
of resources, such as personnel and equipment.
3. A review to determine whether desired results 
are effectively achieved (program results).
Jones and Todd has been engaged to perform the 
audit of the program and the audit is to encompass all 
three elements.
Required:
a. Jones and Todd should perform sufficient 
audit work to satisfy the financial and compliance 
element of the GAO standards. What should such audit 
work determine?
b. After making appropriate review and in­
quiries, what uneconomical practices or inefficiencies 
should Jones and Todd be alert to, in satisfying the 
efficiency and economy element encompassed by the 
GAO standards?
c. After making appropriate review and in­
quiries, what should Jones and Todd consider to satisfy 
the program results element encompassed by the GAO 
standards?
Number 4 (Estimated time----- -15 to 30 minutes)
Item
Is Audit Adjustment 
or Reclassification 
Required?
Reasons Why Audit 
Adjustment or Reclas­
sification is Required
Number Yes or No or Not Required
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Number 5 (Estimated time----- -15 to 25 minutes)
Michael, CPA, is examining the financial state­
ments of the Diannah Corporation as of and for the 
period ended September 30, 1977. Michael plans to 
complete the field work and sign the auditor’s report on 
November 15, 1977. Michael’s audit work is primarily 
designed to obtain evidence that will provide a 
reasonable degree of assurance that the Diannah 
Corporation’s September 3 0 , 1977, financial statements 
present fairly the financial position, results of opera­
tions, and changes in financial position of that enter­
prise in accordance with generally accepted accounting 
principles consistently applied. Michael is concerned, 
however, about events and transactions of Diannah 
Corporation that occur after September 30, 1977, since 
Michael does not have the same degree of assurance for 
such events as for those that occurred in the period 
ending September 30, 1977.
Required:
a. Define what is commonly referred to in 
auditing as a “ subsequent event” and describe the two 
general types of subsequent events that require 
consideration by the management of Diannah Corpora­
tion and evaluation by Michael.
b. Identify those auditing procedures that 
Michael should follow to obtain the necessary 
assurances concerning subsequent events.
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and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN BUSINESS LAW 
(Commercial La w )
November 4 ,  1977; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ..................................................................................................  25
No. 2 ..................................................................................................  25
No. 3 .................................................. ................................................ 25
No. 4 ..................................................................................................  25
No. 5 ................................................ .................................................. 20
No. 6 ..................................................................................................  30
No. 7 ..................................................................................................
T o ta l..........................................................................................  175
30
30
30
30
25
35
30
210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
99. The text of a letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons 
of No. 4 steel pipes at today’s quoted 
price for delivery two months from 
today. Your acceptance must be re­
ceived in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99. a  b  c  d
Items to be Answered
1. A CPA is subject to criminal liability if the CPA
a. Refuses to turn over the working papers to 
the client.
b. Performs an audit in a negligent manner.
c. Willfully omits a material fact required to 
be stated in a registration statement.
d. Willfully breaches the contract with the 
client.
2. The partnership of Cox & Hayes, CPAs, is a 
medium-sized accounting firm. The senior staff mem­
ber, Walton, is the office manager. The office building 
is owned by the partnership and title is duly recorded 
in the partnership name. With regard to life and prop­
erty insurance, which of the following is true?
a. Only the partnership, not the partners, has 
an insurable interest in the lives of the 
partners.
b. The partnership does not have an insurable 
interest in the life of Walton because he is 
not a partner.
c. Each individual partner has an insurable 
interest in the partnership property even 
though title to the property is in the partner­
ship name.
d. Only the partnership can insure the firm’s 
office building against property damage.
Number 1 (Estimated time----- -25 to 30 minutes) 3. A CPA was engaged by Jackson & Wilcox, a 
small retail partnership, to examine its financial state­
ments. The CPA discovered that due to other commit­
ments, the engagement could not be completed on 
time. The CPA, therefore, unilaterally delegated the 
duty to Vincent, an equally competent CPA. Under 
these circumstances, which of the following is true?
a. The duty to perform the audit engagement 
is delegable in that it is determined by an 
objective standard.
b. If Jackson & Wilcox refuses to accept Vincent 
because of a personal dislike of Vincent by 
one of the partners, Jackson & Wilcox will 
be liable for breach of contract.
c. Jackson & Wilcox must accept the delegation 
in that Vincent is equally competent.
d. The duty to perform the audit engagement 
is nondelegable and Jackson & Wilcox need 
not accept Vincent as a substitute if they 
do not wish to do so.
4. Gaspard & Devlin, a medium-sized CPA firm, 
employed Marshall as a staff accountant. Marshall 
was negligent in auditing several of the firm’s clients. 
Under these circumstances which of the following 
statements is true?
a. Gaspard & Devlin is not liable for Marshall’s 
negligence because CPAs are generally 
considered to be independent contractors.
b. Gaspard & Devlin would not be liable for 
Marshall’s negligence if Marshall disobeyed 
specific instructions in the performance of 
the audits.
c. Gaspard & Devlin can recover against its 
insurer on its malpractice policy even if one 
of the partners was also negligent in review­
ing Marshall’s work.
d. Marshall would have no personal liability 
for negligence.
5. Sharp, CPA, was engaged by Peters & Sons, a 
partnership, to give an opinion on the financial state­
ments which were to be submitted to several prospec­
tive partners as part of a planned expansion of the 
firm. Sharp’s fee was fixed on a per diem basis. After 
a period of intensive work. Sharp completed about 
half of the necessary field work. Then due to unantici­
pated demands upon his time by other clients, Sharp 
was forced to abandon the work. The planned expan­
sion of the firm failed to materialize because the 
prospective partners lost interest when the audit report 
was not promptly available. Sharp offers to complete 
the task at a later date. This offer was refused. Peters & 
Sons suffered damages of $4,000 as a result. Under the 
circumstances, what is the probable outcome of a 
lawsuit between Sharp and Peters & Sons?
a. Sharp will be compensated for the reason­
able value of the services actually performed.
b. Peters & Sons will recover damages for 
breach of contract.
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c. Peters & Sons will recover both punitive 
damages and damages for breach of contract.
d. Neither Sharp nor Peters & Sons will re­
cover against the other.
6. The partnership of Maxim & Rose, CPAs, has 
been engaged by their largest client, a limited part­
nership, to examine the financial statements in con­
nection with the offering of 2,000 limited-partnership 
interests to the public at $5,000 per subscription. 
Under these circumstances, which of the following 
is true?
a. Maxim & Rose may disclaim any liability 
under the federal securities acts by an un­
ambiguous, bold-faced disclaimer of liabil­
ity on its audit report.
b. Under the Securities Act of 1933, Maxim & 
Rose has responsibility only for the financial 
statements as of the close of the fiscal year 
in question.
c. The dollar amount in question is sufficiently 
small so as to provide an exemption from 
the Securities Act of 1933.
d. The Securities Act of 1933 requires a regis­
tration despite the fact that the client is not 
selling stock or another traditional “ securi­
ty .”
7. Marshall formed a limited partnership for the 
purpose of engaging in the export-import business. 
Marshall obtained additional working capital from 
Franklin and Lee by selling them each a limited part­
nership interest. Under these circumstances the 
limited partnership
a. Will generally be treated as a taxable entity 
for federal income tax purposes.
b. Will lose its status as a limited partnership 
if there is ever more than one general part­
ner.
c. Can limit the liability of all partners.
d. Can only be availed of if the state in which 
it is created has adopted the Uniform Limited 
Partnership Act or a similar statute.
8. Concerning the order of distribution for satisfying 
firm debts upon the dissolution and winding up of a 
general partnership, which of the following is a correct 
statement?
a. General creditors, including partners who 
are also general creditors, are ranked first.
b. Profits are distributed only after all prior 
parties, including partners, have had their 
various claims satisfied.
c. Secured obligations are disregarded entirely 
insofar as the order of distribution.
d. Capital contributions by the partners are 
distributed before unsecured loans by the 
partners.
9. Josephs & Paul is a growing medium-sized part­
nership of CPAs. One of the firm’s major clients is 
considering offering its stock to the public. This will 
be the firm’s first client to go public. Which of the
following is true with respect to this engagement?
a. If the client is a service corporation, the 
Securities Act of 1933 will not apply.
b. If the client is not going to be listed on an 
organized exchange, the Securities Exchange 
Act of 1934 will not apply.
c. The Securities Act of 1933 imposes impor­
tant additional potential liability on 
Josephs & Paul.
d. As long as Josephs & Paul engages exclu­
sively in intrastate business, the federal 
securities laws will not apply.
10. On November 1, 1977, Brady applied for a life 
insurance policy on her own life for $50,000, naming 
her son as beneficiary. The application which Brady 
signed contained the following clause:
The insurance hereby applied for 
shall not take effect until (1) a written 
or printed policy shall have been 
actually delivered to and accepted by 
the insured (Brady), while in good 
health, and (2) the first premium 
thereon is paid.
What is the legal effect of the above clause?
a. One or both of the above provisions is invalid 
as a matter of public policy.
b. If Brady paid the premium at the time she 
took out the policy and was at that time “ in 
good health” , the policy is legally binding 
irrespective of her having suffered a serious 
accident prior to the insurance policy being 
written and delivered.
c. If the insurance company wrote the policy 
and delivered it to a general agent who held 
it for safekeeping until Brady picked it up, 
the policy would be in effect if Brady was in 
good health when the policy was delivered 
to the agent even though Brady died before 
picking it up.
d. Under no circumstances will Brady prevail 
unless she physically picks up the policy 
while “ in good health.”
11. Concerning the order of distribution for satisfying 
firm debts upon the dissolution and winding up of a 
limited partnership, which of the following is a correct 
statement?
a. Limited partners who make bona fide loans 
to the partnership are treated the same as 
other creditors.
b. General partners are entitled to a repayment 
of their capital contributions before limited 
partners receive any share of profits.
c. General and limited partners rank equally 
insofar as the return of capital contributions.
d. General partners receive a repayment of 
any loans or other liabilities other than for 
capital and profits prior to any distribution 
to limited partners for capital or profits.
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12. A general partner will not be personally liable 
for which of the following acts or transactions com­
mitted or engaged in by one of the other partners or 
by one of the partnership’s employees?
a. The gross negligence of one of the partner­
ship’s employees while carrying out the 
partnership business.
b. A contract entered into by the majority of 
the other partners but to which the general 
partner objects.
c. A personal mortgage loan obtained by one of 
the other partners on his residence to which 
that partner, without authority, signed the 
partnership name on the note.
d. A contract entered into by the partnership 
in which the other partners agree among 
themselves to hold the general partner 
harmless.
13. During the 1976 examination of the financial 
statements of Viscount Manufacturing Corporation, 
the CPAs noted that although Viscount had 860 full­
time and part-time employees, it had completely over­
looked its responsibilities under the Federal Insurance 
Contributions Act (FICA). Under these circumstances, 
which of the following is true?
a. No liability under the act will attach if the 
employees voluntarily relinquish their rights 
under the act in exchange for a cash equiva­
lent paid directly to them.
b. If the union which represents the employees 
has a vested pension plan covering the em­
loyees which is equal to or exceeds the bene­
fits available under the act, Viscount has no 
liability.
c. Since employers and employees owe FICA 
taxes at the same rate and since the employ­
er must withhold the employees’ tax from 
their wages as paid, Viscount must remit to 
the government a tax double the amount as­
sessed directly against the employer.
d. The act does not apply to the part-time em­
ployees.
14. Fashion Industries, Inc., manufactures dresses 
which it sells throughout the United States and South 
America. Among its 5,000 employees in 1976 were 165 
youngsters aged 14 and 15 who worked in a wide 
range of jobs and were paid at a rate less than the 
minimum wage. Which statement is correct in accord­
ance with the general rules of the Fair Labor Standards 
Act?
a. Fashion was exempt from regulation because 
less than 5% of its employees were children.
b. Fashion did not violate the law since both 
male and female youngsters were paid at 
the same rate and only worked on Saturdays.
c. Fashion violated the law by employing 
children under 16 years of age.
d. Fashion was exempt from regulation if more 
than 10% of its sales were in direct compe­
tition with foreign goods.
15. The theatrical agency of Power & Tyrone employs 
two people full time. Which of the following is true 
with regard to federal unemployment insurance?
a. In terms of industry and number of employ­
ees, Power & Tyrone is within the class of 
employers covered by the federal unemploy­
ment tax.
b. Service agencies are exempt.
c. Since the number of employees is small, an 
exemption can be obtained from coverage 
if a request is filed with the appropriate 
federal agency.
d. If the employees all reside in one state and 
do not travel interstate on company business, 
Power & Tyrone is exempt from compliance 
with the act.
16. Wilcox & Wyatt, a general partnership, and 
Wyatt, individually, are insolvent in the bankruptcy 
sense. Wilcox has sufficient assets to satisfy all her 
personal creditors as well as the obligations of the 
firm. Under these circumstances
a. Wilcox will be liable to partnership creditors 
to the extent that their claims exceed part­
nership assets.
b. Wilcox has joint and several personal liabil­
ity for the debts incurred by Wyatt to his 
personal creditors.
c. Firm creditors can not resort to Wilcox’s 
personal assets beyond her proportionate 
profit and loss sharing ratio.
d. Wyatt can not escape personal liability to 
Wilcox for any additional amounts Wilcox 
has to pay for and on behalf of firm debts 
by filing a voluntary petition in bankruptcy 
and obtaining a discharge.
Number 2 (Estimated time----- -25 to 30 minutes) 
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
Items to be Answered
17. Which of the following transactions does not 
create a surety relationship?
a. The assumption of a mortgage by the pur­
chaser of a parcel of real estate.
b. The blank indorsement of a check.
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c. Signing a nonnegotiable promissory note as 
an accommodation maker.
d. Obtaining professional malpractice insur­
ance by a CPA.
18. Which of the following best describes what is 
required of a noncompensated surety?
a. The noncompensated surety must have the 
legal capacity to make contracts generally.
b. The noncompensated surety cannot be a 
corporation.
c. The noncompensated surety benefits by a 
rule which requires a creditor to first pro­
ceed against the principal debtor before the 
surety can be held liable.
d. The noncompensated surety must not direct­
ly or indirectly benefit from the undertaking.
19. Franks is a surety on a $5,000 debt owed by Smith 
to Jones. Jones also holds as collateral property worth 
$4,000 belonging to Smith. Under these circumstances, 
which of the following statements is true?
a. Franks has the right to the property immedi­
ately upon default.
b. Jones need not first proceed against the col­
lateral in order to hold Franks liable.
c. Jones may return the collateral to Smith at 
any time prior to default without impairing 
his rights against Franks.
d. Jones must file a financing statement in 
order to perfect his rights in the collateral 
he holds.
20. Andrew asked Judy about the possibility of bor­
rowing $10,000. Judy replied that she would be happy 
to make the loan if Andrew would provide collateral to 
secure payment. Andrew gave Judy his promissory 
note for $10,000, bearing interest at 7%, and delivered 
to Judy convertible bearer bonds with coupons at­
tached. The bonds had a current market value of 
$12,000. During the period in which the loan was out­
standing the bonds increased in market value to 
$18,000. In addition, one of the interest coupons be­
came due. There is no express agreement between the 
parties as to their respective rights in the interest or 
profits. Under the circumstances, which of the follow­
ing is correct?
a. Judy owns the coupon representing matured 
interest due.
b. Judy may elect to sell the bonds and retain 
the proceeds in excess of $12,000.
c. If Judy sold the bonds to an innocent third 
party, the third party would obtain valid title.
d. Such a financing arrangement must be filed 
in the appropritate recordation office in order 
to be valid.
21. Miltown borrowed $60,000 from Strauss upon the 
security of a first mortgage on a business building 
owned by Miltown. The mortgage has been amortized
down to $50,000. Sanchez is buying the building from 
Miltown for $80,000. Sanchez is paying only the 
$30,000 excess over and above the mortgage. Sanchez 
may buy it either “ subject to” the mortgage, or he may 
“ assume” the mortgage. Which is a correct statement 
under these circumstances?
a. The financing agreement ultimately decided 
upon must be recorded in order to be binding 
upon the parties.
b. The financing arrangement is covered by the 
Uniform Commercial Code if Sanchez takes 
“ subject to” the existing first mortgage.
c. Sanchez will acquire no interest in the prop­
erty if he takes “ subject to” instead of “ as­
suming” the mortgage.
d. Sanchez would be better advised to take 
“ subject to” the mortgage rather than to 
“ assume” the mortgage.
22. The facts are the same as those stated above in 
number 21, but the property purchased by Sanchez 
has declined in value and the mortgage is in default. 
It has now been amortized to $43,000. The property is 
sold under foreclosure proceedings and $39,000, net 
of costs, is received. Which is a correct legal conclu­
sion if Sanchez acquired the property “ subject to” the 
mortgage?
a. Sanchez has no further liability after fore­
closure.
b. Miltown can not be held personally liable by 
Strauss for the $4,000 deficiency.
c. Sanchez is not liable to Strauss, but is per­
sonally liable to Miltown if Miltown pays the 
deficiency.
d. Miltown and Sanchez will have to satisfy 
the deficiency equally, that is, each owes 
$2 ,000.
23. Devlin made innocent misrepresentations con­
cerning the sale of goods to Van Ness. Shortly there­
after Devlin became a bankrupt. Van Ness was per­
mitted to file a claim for $5,000 for the loss sustained, 
but actually received only a 20% dividend from the 
bankrupt’s estate. Within six months after the petition 
was filed but after his discharge, Devlin inherited some 
property. Van Ness desires to collect the remaining 
$4,000. Which of the following is correct?
a. The misrepresentations relating to the sale 
of the merchandise precludes discharge of 
Van Ness’s $4,000 unpaid claim.
b. Van Ness is entitled to a priority as a result 
of the misrepresentations.
c. Van Ness is entitled to recover a propor­
tionate share of the inheritance up to the 
$4,000 deficiency.
d. Van Ness has irrevocably lost his right to 
the $4,000 unpaid claim as a result of Devlin’s 
discharge in bankruptcy.
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24. Field warehousing is a well-established means 
of securing a loan. As such, it resembles a pledge in 
many legal respects. Which of the following is correct?
a. The field warehouseman must maintain 
physical control of and dominion over the 
property.
b. A filing is required in order to perfect such 
a financing arrangement.
c. Temporary relinquishment of control for any 
purpose will suspend the validity of the ar­
rangement insofar as other creditors are 
concerned.
d. The property in question must be physically 
moved to a new location although it may be 
a part of the borrower’s facilities.
25. Safekeeping, Inc., a public warehouse operator, 
issued negotiable warehouse receipts to the owner of 
whiskey stored in the warehouse. As required by law 
each receipt set forth the storage and other charges 
for which Safekeeping claimed liens on the whiskey. 
Safekeeping then became bankrupt and the ware­
house was sold to another warehouse operator at a 
judicial foreclosure sale. The foreclosure sale was for 
the benefit of all creditors who held claims against 
Safekeeping. Which of the following is a correct legal 
conclusion?
a. The judicial foreclosure sale extinguished 
the legal and equitable interest of the holder 
of the warehouse receipts in the whiskey 
held for storage by Safekeeping.
b. The trustee in bankruptcy appointed for 
Safekeeping was immediately vested with 
legal title to the whiskey upon the filing of 
the bankruptcy petition.
c. The negotiable warehouse receipts represent 
legal ownership of the whiskey, and the 
owner of the receipts is entitled to the 
property.
d. The successor warehouse operator is not 
entitled to the whiskey and can not collect 
the storage and other charges against the 
owner.
26. As a secured creditor under the Uniform Com­
mercial Code, Dawson has invariably perfected a 
security interest in goods which provide the under­
lying security for various loans. Under the circum­
stances, which of the following is correct?
a. Dawson is assured that the debts will be 
repaid.
b. Dawson’s security interest can not be per­
fected by possession.
c. Dawson is entitled to “ resort to” or obtain 
the property even as against a trustee in 
bankruptcy.
d. Dawson has a priority in bankruptcy and 
therefore is entitled to defeat the claims of 
all creditors which are asserted against the 
goods.
27. The typical conditional guarantor of collection is
a. Liable only upon the creditor’s establishing 
that the debtor has fled the jurisdiction.
b. Liable upon the creditor establishing that 
he has had a judgment returned unsatisfied.
c. Not entitled to the usual defenses asserted 
by other typical types of sureties.
d. Not entitled to the right of subrogation.
28. Weatherall seeks to create a valid perfected 
security interest in goods under the provisions of the 
Uniform Commercial Code. Which of the following 
acts or actions will establish this?
a. Weatherall obtains a written agreement 
under which Weatherall takes possession 
of the security.
b. Weatherall obtains an unsigned written 
security agreement.
c. Weatherall obtains a security agreement 
signed only by the debtor.
d. Weatherall files a financing statement which 
is not in itself a security agreement.
29. With respect to a bankruptcy offense, which of 
the following statements is correct?
a. The offense can only occur during the bank­
ruptcy proceedings.
b. The offense includes the action by an officer 
of a corporation, in contemplation of a cor­
porate bankruptcy proceeding, of conceal­
ing any property of the corporation.
c. The offense can only be committed by the 
bankrupt.
d. The offense cannot result in fines or im­
prisonment.
30. The Mello Corporation was adjudicated a bank­
rupt. Shortly thereafter, the corporation filed a peti­
tion for reorganization in the form required by Chap­
ter X, National Bankruptcy Act. Objection is made to 
the petition on the ground that it should have been filed 
prior to adjudication. Which of the following is correct?
a. The objection is valid.
b. Only corporations listed on one of the 
national securities exchanges are eligible for 
such relief.
c. The purpose of such a reorganization is to 
permit a corporation to carry on its business 
instead of going through a normal bank­
ruptcy proceeding thereby avoiding the eco­
nomic waste and losses entailed in bank­
ruptcy.
d. Such a proceeding (a reorganization) normal­
ly results in a scaling down of the rights of 
the common and preferred shareholders 
but cannot legally change the bondholders’ 
position.
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31. Which of the following does not constitute a valid 
debt of a bankrupt which may be proved and allowed 
against the bankrupt’s estate?
a. A workmen’s compensation award if the 
injury occurred before the adjudication of 
bankruptcy.
b. An open account.
c. Contingent claims which are not capable of 
liquidation or of reasonable estimate.
d. Fixed liabilities evidenced by a written in­
strument absolutely owing but not due at 
the time of the filing of a petition.
32. Austin owed $10,000 to Hubbel, $5,000 to Mavin, 
$8,000 to Drew, and $50,000 to other creditors. On 
March 16, 1977, a petition for Austin’s involuntary 
bankruptcy was filed. On April 3, Austin was adjudged 
insolvent and a bankrupt under the Federal Bankruptcy 
Act, and a trustee in bankruptcy was appointed. Under 
the circumstances, which of the following is correct?
a. Assuming Austin was insolvent, payment 
of $10,000 to Hubbel on March 10 in satis­
faction of Hubbel’s unsecured claim would 
constitute an act of bankruptcy.
b. All unsecured creditors would have to have 
joined in the filing of the bankruptcy petition.
c. An assignee for value of the claim for $5,000 
owed by Austin to Mavin will only be able 
to submit a claim for the amount he paid for 
the assignment.
d. The trustee in bankruptcy will use the “ first 
in time, first in right” rule with respect to 
the ultimate disposition of the bankrupt’s 
estate.
Number 3 (Estimated time----- -25 to 30 minutes) 
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
Items to be Answered
33. A negotiable instrument is examined during an 
audit engagement. If the instrument contains no 
agreement about a delayed presentment, then which of 
the following is the proper time for presentment?
a. On the same date all other negotiable instru­
ments are presented.
b. Ten days after the due date if it is a promis­
sory note.
c. Within 30 days after issue for the usual un­
certified check.
d. A reasonable time after issuance of the in­
strument regardless of its type.
34. Wilson drew a sight draft on Foxx, a customer 
who owed Wilson money on an open account, payable 
to the order of Burton, one of Wilson’s creditors. 
Burton presented it to Foxx. After examining the draft 
as to its authenticity and after checking the amount 
against outstanding debts to Wilson, Foxx wrote on its 
face “ Accepted -- payable in 10 days” and signed it. 
When Burton returned at the end of the ten days, Foxx 
told him he could not pay and was hard pressed for 
cash. Burton did not notify Wilson of these facts. Two 
days later when Burton again presented the instrument 
for payment, Burton was told that Foxx’s creditors had 
filed a petition in bankruptcy that morning. Which of 
the following statements is correct?
a. The instrument in question is a type of de­
mand promissory note.
b. Wilson had primary liability on the draft at 
its inception.
c. Foxx was secondarily liable on the instrument 
prior to acceptance.
d. Foxx assumed primary liability at the time of 
acceptance.
35. Gardner Owen purchased some bearer bonds 
from P & L Securities, Inc., and gave them a promissory 
note. P & L Securities negotiated the instrument, for 
value, to Barbara Stapp by a blank indorsement. Stapp 
had no knowledge of the securities transaction. Stapp 
presented the instrument to Owen for payment on the 
due date. Owen refused to pay the note alleging a 
failure of consideration and that the securities were 
absolutely worthless. Stapp sued Owen on the note. 
What is the probable outcome of the lawsuit?
a. Stapp will prevail because Owen’s defense is 
a personal defense which is not assertible 
against Stapp.
b. Owen will prevail because his defense is a 
real defense which is assertible against 
Stapp.
c. Stapp will be required to institute suit against 
P & L Securities.
d. Owen will be required to give the bearer 
bonds to Stapp.
36. Baker sold goods to Abrams for $300, taking 
Abrams’ negotiable note in payment, with the 
agreement that Baker would deliver the goods immedi­
ately. Baker sold and indorsed the note to Cantrell, an 
innocent party, for $250 of which $50 was paid in cash 
and $200 was to be paid in 10 days. Baker did not 
deliver the goods for which the note had been given 
before the 10 days expired, and Abrams so informed 
Cantrell. Cantrell paid the remaining $200 to Baker on 
the 10th day as agreed. Cantrell sued Abrams for the 
$300. Which of the following statements is a correct 
legal solution or proposition?
a. The total failure to deliver any of the goods 
constitutes a defense which will prevail even 
against a holder in due course.
b. Cantrell can only recover $50.
c. Cantrell can only recover $250.
d. Cantrell can recover the full $300.
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37. Ajax, Inc., sold a refrigerator to Broadway Bill’s 
Restaurant and accepted Broadway’s negotiable 
promissory note for $600 as payment. The note was 
payable to Ajax’s order one year after the date of issue. 
Thirty days after receiving the note, Ajax indorsed the 
note with a blank indorsement and sold it to National 
Bank for $550. National credited Ajax’s checking 
account with $550, which brought Ajax’s balance to 
$725. Ajax drew checks for a total of $675 which 
National honored. National then learned that the 
refrigerator had not been delivered by Ajax. The note is 
now due and unpaid. When National brings suit, 
Broadway pleads lack of consideration on the note. 
Which of the following is a valid statement with respect 
to the above facts?
a. The discount on the note is so great as to 
impugn National’s taking in good faith.
b. In ascertaining the extent to which value had 
been given by National, the FIFO rule will 
apply to checks or notes deposited and the 
proceeds withdrawn.
c. Broadway has no liability on the note since 
it never received the refrigerator.
d. Broadway has only secondary liability on 
the note in question.
38. Piper bought a 1970 truck from Rover Motors for 
$850 and received a written warranty that the truck 
had just been completely overhauled. In payment, 
Piper gave Rover a check for $250 and executed a 
promissory note for the $600 balance. The note was 
secured by a “ chattel mortgage” on the truck. Piper’s 
check bore in the lower left hand corner the notation 
“ Warranty No. 39; chattel mortgage of same date.” 
Rover, indorsing the check in blank, negotiated it to Joe 
Brown, a holder in due course. Later, Piper stopped 
payment on his check after learning that the truck had 
not been completely overhauled as warranted. When 
Brown presented the check for payment, the bank re­
fused payment pursuant to Piper’s order. Brown there­
upon brought suit against Piper and the bank for non­
payment. Piper’s defense was the breach of warranty, 
and the bank’s defense was Piper’s instructions to stop 
payment. Which of the following is a correct legal 
statement under the circumstances?
a. The bank has no liability whatsoever to 
Brown.
b. Piper’s defense is valid as against Brown.
c. A written notice of dishonor must be sent to 
Piper by Brown.
d. Now that the check has been dishonored, 
third parties are also on notice insofar as the 
promissory note is concerned.
39. Wixstad asked Montrose, his father-in-law, to 
sign a note as an accommodation co-maker. Montrose 
did this for Wixstad as a personal favor to his daughter. 
Both indorsed the note for value to Carlton who had 
knowledge that Montrose had signed the note for 
Wixstad’s accommodation only. With respect to
Montrose’s rights and liabilities, which of the following 
is correct?
a. Carlton has the right to treat either or both 
parties as primarily liable on the note.
b. Carlton’s best basis for recovery is to sue 
Montrose as an indorser.
c. Montrose has no liability beyond one-half 
of the face value of the note plus interest.
d. In the event Wixstad defaults on the note, 
notice must be promptly given to Montrose 
in order to hold him liable.
40. Grad arranged to borrow $500 on a time note from 
Paterson. Prior to delivery of the executed note to 
Paterson, Keller indorsed the note in blank as an 
accommodation for payee Paterson. Paterson negoti­
ated the note to Meade by special indorsement. Meade 
negotiated it to Knight, a holder in due course. The 
note was not paid when due. Which of the following is 
correct?
a. Keller has special defenses against a holder 
in due course because he is an accommoda­
tion indorser.
b. Keller is primarily liable as a result of his 
accommodation indorsement.
c. Knight need not give notice of dishonor to 
either Meade or Paterson.
d. The fact that Keller indorsed the note prior 
to its being negotiated to Meade does not 
have any legal importance with respect to 
Knight’s rights against Keller.
41. Devoid Enterprises, Inc., sells frozen baked goods 
to chain stores, wholesalers, restaurant suppliers, and 
retailers in interstate commerce. It naturally seeks to 
avoid violation of the Robinson-Patman Act which 
proscribes price discrimination. Which of the following 
will permit Devoid to avoid potential violations of the 
Act?
a. Its volume of sales is less than $300,000 per 
year.
b. It pays for local advertising of selected large 
volume retailers.
c. It provides free marketing advice and pro­
vides displays to its customers strictly based 
on their relative volume of purchases and the 
relative amount of sales of its products.
d. It pays brokerage commissions to favored 
customers.
42. If a CPA firm is engaged by a law firm to aid it in 
the administration of a decedent’s estate, its duties will 
invariably not include
a. Preparation of the federal estate tax return.
b. Preparation of the estate’s fiduciary income 
tax returns.
c. Presentation of the necessary schedules and 
summations to be used in rendering an ac­
counting to interested parties.
d. Consideration of the validity of the surviving 
spouse’s right to take against the will.
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43. Hawkins, the assistant to the controller of a 
general partnership, told the controller that the firm 
owed Samuel $500. The alleged Samuel represented by 
Hawkins to be a creditor was a fictitious person. 
Relying upon Hawkins’ statement, the controller 
signed the firm’s name to a check. Hawkins indorsed 
the check on its back, signing the name “ Henry 
Samuel” , and cashed it at a liquor store. People’s Bank 
charged the firm’s account for the $500 and returned it 
with the rest of the checks for the month. Subsequently, 
the auditors detected the fraudulent conduct on 
Hawkins’ part. Which of the following statements is 
true regarding the liability of the various parties 
involved?
a. The partnership has a real defense which will 
allow it to avoid liability.
b. The liquor store cannot qualify as a holder in 
due course since Samuel was a  fictitious 
person.
c. The partnership is liable on the check despite 
the fact that Samuel is a fictitious person and 
the signature is considered a forgery.
d. People’s Bank will not prevail as against the 
partnership since the payee was a fictitious 
person.
44. Allgood is a trustee of a trust in which Lance is the 
life beneficiary and Ronald is the remainderman who is 
entitled to the corpus (principal) upon the death of 
Lance. Five thousand shares of stock in Parkard 
Company make up a portion of the trust. In September
1977, Parkard declared a 10% stock dividend out of the 
earnings accumulated after the trust was created. 
Parkard also issued rights to subscribe to new stock, 
and the trustee sold these stock rights for $5,000. 
Regarding Allgood’s duties as the trustee, which of the 
following is correct, assuming there is no express pro­
vision covering the point in the trust indenture?
a. The proceeds from the subsequent sale of the 
10% stock dividend must be divided propor­
tionately between the beneficiaries.
b. The proceeds from the sale of the stock rights 
must be added to the corpus (principal) of 
the trust.
c. Allgood has discretion insofar as determining 
the proper share the beneficiaries are to 
receive in connection with the $5,000.
d. Allgood was obligated to obtain the consent 
of the beneficiaries prior to selling the 
stock rights.
45. Marks Corporation manufactures expensive pens 
and pencils. It does business throughout the United 
States. Its top brand is the Silvertip pen. Fellows 
Outlets, Inc., ordered 100 of the most expensive pens in 
the Silvertip line. The contract for the sale provided 
that the retail price to be charged by Fellows was not to 
be less than $35 per pen. In the event that Fellows did 
not wish to comply with the above stipulation, it was 
further provided that the pens must be promptly
returned and the purchase price less costs to Marks 
would be refunded. Fellows agreed to the above terms 
in writing. Which of the following is true under the 
circumstances?
a. The contract is illegal.
b. Since the price stipulated is merely a mini­
mum resale price-fixing arrangement, the 
contract is legal.
c. The right to promptly return the pens and 
receive a refund validates the contract.
d. Vertical price fixing arrangements are 
exempt from illegality if state law so permits.
46. You were the auditor examining the financial state­
ments of Mason Corporation and noted an extraor­
dinary increase in the sales of certain items. Further 
inquiry revealed that Mason sold various interrelated 
products which it manufactured. One of the items was 
manufactured almost exclusively by them. This unique 
product was in great demand and was sold throughout 
the United States. Mason realized the importance of the 
product to its purchasers and decided to capitalize on 
the situation by requiring all purchasers to take at least 
two of its other products if they wished to obtain the 
item over which it had almost complete market control. 
At the spring sales meeting the president of Mason 
informed the entire sales force that they were to 
henceforth sell only to those customers who agreed to 
take the additional products. He indicated that this was 
a great opportunity to substantially increase sales of 
other items. Under the circumstances, which of the 
following best describes the situation?
a. The plan is both ingenious and legal and 
should have been resorted to long ago.
b. The arrangement is an illegal tying agree­
ment; hence per se illegal.
c. Since Mason did not have complete market 
control over the unique product in question, 
the arrangement is legal.
d. As long as the other products which must be 
taken are sold at a fair price to the buyers, 
the arrangement is legal.
47. When Wayne died in 1976 his will created a 
testamentary trust out of the residue of his estate for 
the benefit of his wife during her lifetime and the 
remainder to his son, Eric, upon Mrs. Wayne’s death. 
The residue of the estate included rental property 
subject to a $45,000 first mortgage. Probate of the 
estate has been completed, and the property deeded to 
the trustee to hold pursuant to the terms of the will. 
Carlton, Wayne’s attorney and advisor, was named as 
executor and the Jefferson Trust Company was named 
as the sole trustee. Which of the following parties does 
not have an interest in the trust property sufficient to 
obtain fire insurance on said property?
a. The son, Eric.
b. Wayne’s wife.
c. The first mortgagee.
d. Eric’s wife.
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48. Blackstone Corporation entered into a price fixing 
arrangement with several of its competitors. Blackstone 
is engaged in interstate commerce as are its competi­
tors. The Justice Department has obtained proof of the 
agreement. Under the circumstances, which of the 
following is Blackstone or its officers not liable for or 
subject to?
a. Fines and/or imprisonment.
b. Treble damages.
c. Seizure of its goods shipped in interstate com­
merce pursuant to the arrangement.
d. Forfeiture of its right to do business in inter­
state commerce.
Number 4 (Estimated time----- -25 to 30 minutes)
Part a. Granville Motors, Inc., wished to acquire 
a 4-acre tract of land owned by Bonanza Realty 
Developers in an industrial city. Granville did not want 
to waste time and money considering the suitability of 
the property unless assured that the plant site would be 
available if studies indicated that the proposed 
purchase would be desirable. Granville did not discuss 
this concern with Bonanza but proposed to Bonanza 
that an option be drafted granting Granville 30 days in 
which to purchase the plant site for $62,950. Bonanza 
agreed and mailed to Granville the following written 
option:
For ONE DOLLAR ($1.00) and other valuable 
consideration , Bonanza Realty D evelopers 
hereby grants to Granville Motors, Inc., the 
exclusive option to purchase for SIXTY-TWO 
THOUSAND NINE HUNDRED FIFTY DOLLARS 
($62,950) the 4-acre tract of land known as the 
N.E. corner site . . .  (assume legal description 
included) for THIRTY (30) days. This option is 
exclusive and irrevocable and will automatically 
expire on September 15, 1977.
Joseph T. Verona, President 
Bonanza Realty Developers
The letter containing the option was mailed on 
August 14, but due to a delay in the mails, did not reach 
Granville until August 18. Upon receipt Granville 
promptly engaged an expert to do a feasibility study 
with respect to the location and began to solicit bids on 
the construction of the proposed plant. Bonanza had no 
knowledge of these facts. Granville had no further 
correspondence with Bonanza after the receipt of the 
option, and Granville neither paid the $1.00 nor gave 
any other bargained for consideration.
On September 15, Jordon, Granville’s President, 
telephoned Verona intending to accept the offer for 
Granville. However, before Jordon could accept, 
Verona stated that the property had already been sold 
at a higher price. The purchaser had no actual
knowledge of the above facts. Jordon nevertheless 
accepted on Granville’s behalf. The next day Jordon 
sent a written confirmation which stated that Granville 
expected performance by Bonanza, and that if 
Bonanza failed to perform, Granville would be forced to 
sue to protect its interests. Jordon also reminded 
Verona that the offer was irrevocable and that 
substantial time, money, and effort had been expended 
in a feasibility study. In addition Jordon noted the 
adverse effect which a refusal would have on 
Granville’s future profits in that plans had been 
finalized calling for the plant to be on line by April 1978 
to supply the increased demand of its customers.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Is the option legally binding on Bonanza?
2. Assuming Granville will prevail, is specific 
performance available to Granville?
3. Assuming Granville will prevail, what would 
Granville be entitled to recover if it seeks damages as a 
form of relief?
Part b. El Greco Artists United is a very prominent 
group of established portrait painters. Nelson is the 
founder and dominant force behind Nelsonics, a maker 
of mini computer components. Nelson decided that it 
would be appropriate to celebrate the corporation’s 
silver anniversary with a suitable oil painting depicting 
himself chairing the July 1977 annual Board of 
Directors meeting with a large existing portrait of the 
original board of 25 years ago as a conspicuous part of 
the background. This then could be photographed and 
used on the cover page of the 25th anniversary annual 
report. Accordingly, Nelson engaged El Greco to paint 
the picture of the current board with Nelson in the chair 
and the portrait of the original board prominently 
displayed in the background. Under the terms of the 
contract between El Greco and Nelson, the portrait was 
to be completed prior to the month of April immediately 
preceding the annual board meeting in July and was 
subject to the personal approval and satisfaction of 
Nelson.
Difficulty arose in connection with the painting. 
Whitlow, the artist doing the likeness of Nelson, 
clashed repeatedly with Nelson on the artistic details 
and in particular the expression which the face of 
Nelson’s likeness should bear. Nelson also wanted 
some minor alterations insofar as his features and 
coloring were concerned in order to appear more 
youthful and robust. After much acrimony, the picture 
was submitted to Nelson on April 1, 1977. Nelson 
rejected it claiming that it lacked artistic merit.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What are the legal issues involved in the above 
facts and what is the probable result?
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Duval was the agent for Sunshine Pools, Inc. He 
sold pools, related equipment, and accessories for 
Sunshine. Holmes, president of Tilden Sporting 
Equipment, Inc., approached Duval and offered him an 
excellent deal on a commission basis if he would 
secretly sell their brand of diving boards and platforms 
instead of the Sunshine products. Duval agreed. The 
arrangement which was worked out between them was 
to have Duval continue to act as a general sales agent 
for Sunshine and concurrently act as the agent for an 
“ undisclosed” principal in respect to Tilden diving 
boards. He could then sell both lines to new pool 
customers and go back to prior customers to solicit 
sales of the Tilden boards. Duval was not to mention his 
relationship with Tilden to the prospective customers, 
and of course, no mention of these facts would be made 
to Sunshine. Duval was told to use his discretion insofar 
as effectively misleading the prospective customers 
about whose diving board they were purchasing.
Things went smoothly for the first several months 
until Tilden began to manufacture and ship defective 
diving boards. Subsequently, Tilden became insolvent, 
and Holmes absconded with advance payments made 
by purchasers including those who had purchased from 
Duval.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
a. What are the rights of the various customers 
against Duval?
b. What are the rights of the various customers 
against Tilden and/or Holmes?
c. What rights does Sunshine have against 
Duval?
d. What rights does Sunshine have against 
Tilden and/or Holmes?
Number 5 (Estimated time----- -20 to 25 minutes)
Number 6 (Estimated time----- -30 to 35 minutes)
Part a. During the course of your year-end audit 
for a new client, Otis Corporation, you discover the 
following facts. Otis was incorporated in 1974 and is 
owned 94% by James T. Parker, President; 1% by his 
wife; and 5% by Wilbur Chumley. These three 
individuals were incorporators and are officers and 
directors of the corporation.
Otis manufactures and sells telephonic equipment. 
In 1974 it sold approximately $350,000 of its various 
products almost exclusively in the state of its incorpora­
tion. In 1975 it began to branch out and sold $550,000 of 
its products throughout that state and $50,000 of its 
products in a neighboring state. Otis expanded rapidly, 
and 1976 was a banner year with sales of $1,250,000 
and profits of $175,000. Otis constructed a small office 
building on a tract of land it had purchased for 
expansion purposes in the neighboring state and used
the top floor to establish a regional sales office and 
rented the balance of the building.
During the course of your audit for the year 1976, 
you discover that Parker commingles his personal funds 
with those of the corporation, keeps very few records of 
board and shareholder meetings, and at his conven­
ience disregards corporate law regarding separateness 
of personal and corporate affairs. The corporation had
1976 sales in excess of $300,000 in the neighboring 
state. The corporation has not filed any papers with the 
Secretary of State of that state in connection with these 
operations.
In light of the above discoveries, it was deemed 
prudent to examine the original incorporation papers 
which were filed by Parker in 1974. The following irreg­
ularities were discovered. The powers and purposes 
clause states that the geographical territory in which 
the newly created corporation was to do business was 
solely the state of incorporation. Next, a certified copy 
of the corporate charter was not obtained and filed in 
the county in which the corporation’s principal place of 
business is located, as required by state law. Addition­
ally, Mr. Chumley and Mrs. Parker did not sign the 
articles of incorporation, and prior to the effective date 
of incorporation, a lease was taken out and a car pur­
chased in the corporate name.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Discuss the legal problems which Otis may face as 
a result of the above facts. Do not consider any tax 
implications.
Part b. It is now several years later in the life of 
Otis Corporation and the above problems have been 
satisfactorily resolved. Otis has grown steadily and 
Mr, Parker is seeking additional capital of $800,000 
for further expansion. To achieve this goal, he rejected 
other forms of financing and decided to issue new pre­
ferred stock. In this connection, he raises the follow­
ing questions:
1. In light of the high expenses incidental to an 
SEC registration of a first public offering of securities, 
are there any viable alternatives to this method of sell­
ing the preferred stock?
2. From the standpoint of both the issuers and 
the purchasers, what are the federal income tax con­
sequences of issuing preferred stock instead of debt 
assuming that the purchasers of the stock will include 
other corporations as well as individuals?
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What response should be given to Mr. Parker’s 
questions?
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Part a. Max Motors, Inc., sold a 1973 used station 
wagon to Sarah Constance for $3,350. Constance has 
corresponded with Max Motors on several occasions 
and has alledged that Fogarty, an experienced 
salesman for Max Motors, made several express oral 
warranties in connection with her purchase of the car. 
Constance alleges that there has been a breach of 
warranty and as a result she has suffered damages to 
the extent of $1,025 for expenses incurred to repair the 
car. Constance also indicated that in the event she does 
not receive a refund of $1,025, she will take appropriate 
legal action to obtain satisfaction.
In various letters, Constance stated that she went 
to Max Motors and contacted Fogarty. Before she 
finally made a deal for the car, she asked many ques­
tions about the car. Fogarty assured her that the car 
was in good condition and that he had driven the car 
several times. In addition, Fogarty stated that “ This 
is a car I can recommend and it is in A-1 shape.”
Constance informed Fogarty that her husband had 
been transferred to another state, that her child was 
only two years old, and that she needed the car so she 
could join her husband. She stated that Fogarty as­
sured her that he knew the car and knew the person 
who traded it in and it was “ mechanically perfect.” 
He also told her that, “ it would get her any place she 
wanted to go and not to worry.” Constance indicated 
she knew nothing about cars but would like to drive it. 
Fogarty replied this was not possible because he was 
the only man on duty at the lot that day and he could 
not leave to accompany her as required by company 
policy.
Constance stated she purchased the car in reli­
ance on the statements made by Fogarty. Unfortu­
nately, these statements proved to be incorrect. The 
car began knocking and finally broke down after be­
ing driven about 300 miles. The car was repaired by 
Master Mechanics and a copy of a receipted bill for 
$1,025 accompanied one of her letters to Max Motors.
Fogarty indicated that he believed what he stated 
was true, as far as he knew the car wasn’t in bad con­
dition, and he knew of no important defects in the car. 
He also indicated he told Constance that he could not 
warrant the car because it was over two years old and 
had in excess of 50,000 miles.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Is it likely that Constance will prevail in a legal 
action against Max Motors? Discuss all relevant issues.
2. Identify, but do not discuss, other warranties 
that Constance might rely upon in addition to the oral 
express warranties.
Number 7 (Estimated time----- -25 to 30 minutes) Part b. A claim has been asserted against Ajax 
Motors for $7,000 arising out of the sale of a used
1975 automobile. Knox purchased the automobile in 
February 1977 and subsequently learned that it was a 
stolen car. The serial numbers had been changed, but 
it has been conclusively determined that the car be­
longs to Watts who has duly repossessed it. The con­
tract contained a disclaimer which read as follows: 
“ Ajax Motors hereby disclaims any and all warranties, 
express or implied, which are not contained in the 
contract.” Knox has brought a legal action against 
Ajax Motors alleging breach of warranty.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What is the probable outcome of such a legal 
action? Discuss fully the legal basis upon which Knox 
is relying and any defense that Ajax Motors may 
assert.
Part c. Fashion Footwear Company received 
an order on June 15, 1977, from Footloose Shoes, Inc., 
for 300 pairs of shoes at a price of $6.85 per pair. 
Footloose is the predecessor corporation to Nemo 
Exclusives, Inc., which acquired Footloose by statutory 
merger on October 12, 1977. Fashion is seeking to re­
cover the contract price from Nemo.
The evidence shows that Footloose placed a 
written order with Fashion for 300 pairs of shoes at 
$6.85 per pair to be delivered September 1, 1977. 
Fashion’s acceptance was dated June 17, 1977. The 
order incorporated a form letter which contained a 
stipulation that it would not be possible to consider 
cancellations after shoes had been cut. On June 30,
1977, all of the shoes ordered by Footloose had been 
cut. On that same day Footloose advised Fashion to 
cancel the entire order. On July 1, 1977, Fashion wrote 
Footloose the following letter: “ In accordance with our 
previous correspondence, we proceeded with your 
order for fall shoes. We are unable to cancel your order 
since cutting is completed.”
On September 1, 1977, Footloose refused to accept 
delivery of the shoes whereupon Fashion then made 
several unsuccessful attempts to resell the shoes else­
where at a reasonable price.
Nemo states it was not a party to the above trans­
action and that in any event. Fashion can only recover 
its damages and not the full price for the shoes de­
livered and refused.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Who will prevail? Discuss all issues and problems 
raised by the above facts.
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INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of issues in financial 
accounting. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
99. The recommended title for the financial statement 
which summarizes the results of operations is the
a. Earnings statement.
b. Statement of changes in financial position.
c. Statement of sources and applications of 
funds.
d. Retained earnings statement.
Answer Sheet 
99. a  b  c  d
Items to be Answered
1. A company changed its method of inventory 
pricing from last-in, first-out to first-in, first-out during 
the current year. Generally accepted accounting 
principles require that this change in accounting 
method be reported by
a. Disclosing the reason for the change in the 
current year’s footnotes along with pro forma 
effects on future earnings for the succeeding 
five years.
b. Showing the cumulative effect of the change 
in the current year’s financial statements and 
pro forma effects on prior year’s financial 
statements in an appropriate footnote.
c. Disclosing the reason for the change in the 
“ significant accounting policies” footnote 
for the current year but not restating prior 
year financial statements.
d. Applying retroactively the new method in re­
statements of prior years and appropriate 
footnote disclosures.
2. Which of the following is not a theoretical basis 
for the allocation of expenses?
a. Systematic allocation.
b. Cause and effect.
c. Profit maximization.
d. Immediate recognition.
Number 1 (Estimated time----- -35 to 40 minutes) 3. A company has changed its method of deprecia­
tion for all fixed assets acquired after the first day of the 
current fiscal year. All existing fixed assets acquired 
prior to this date will be depreciated using the original 
method. How should this change be reported in the 
current year financial statements?
a. The cumulative effect of the change in 
method must be reflected in the current 
year’s earnings statement immediately after 
extraordinary items and the reason(s) for the 
change in method disclosed in a footnote.
b. The financial statements must be restated to 
give effect to the change in the method of 
depreciation as if the new method was ap­
plied to all of the fixed assets as a group.
c. The financial statements must include a 
description of the nature of the change in 
method and its effect on earnings before 
extraordinary items, net earnings, and re­
lated per share amounts.
d. No disclosure would be necessary in the 
current year, because the change in method 
does not affect any depreciation taken on 
fixed assets in prior periods.
4. If a constant unit of measure during a period of 
inflation is used, the general purchasing power of the 
dollar in which some expenses are measured (for 
assets systematically allocated among accounting 
periods) may differ significantly from the general pur­
chasing power of the dollar in which revenue is 
measured. Which of the following accounting pro­
cedures minimizes this effect?
a. Reserve method of accounting for bad debts.
b. Income tax allocation.
c. Accelerated depreciation.
d. Valuing inventory at the lower of cost 
or market.
5. What is the cost basis of an asset acquired by a 
lease which is in substance an installment purchase?
a. The net realizable value of the asset deter­
mined at the date of the lease agreement plus 
the sum of the future minimum lease pay­
ments under the lease.
b. The sum of the future minimum lease pay­
ments under the lease.
c. The present value of the amount of future 
minimum lease payments under the lease 
(exclusive of executory costs and any profit 
thereon) discounted at an appropriate rate.
d. The present value of the market price of the 
asset discounted at an appropriate rate as an 
amount to be received at the end of the lease.
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6. A company should provide deferred taxes for 
which of the following?
a. Interest on state government bonds that is 
not taxable under current federal income 
tax laws.
b. That portion of dividends received from 
marketable securities deducted in the com­
putation of taxable income under current 
federal income tax laws.
c. Prepayment of premiums for life insurance 
on the president of the company and not re­
garded as compensation to the president.
d. Current year cash expenses that are deducted 
for taxable income but are considered a pre­
payment for financial accounting purposes.
7. Which of the following would not be classified as a 
disclosure of accounting policies?
a. Basis of consolidation.
b. Method of depreciation used.
c. Pro forma data relating to change in accoun­
ting method.
d. Method of pricing inventories.
10. Which of the following does not involve a timing 
difference for purposes of income tax allocation?
a. Expenses or losses are deducted for tax pur­
poses before being accrued for accounting 
purposes.
b. Revenues or gains are taxed before being 
accrued for accounting purposes.
c. Expenses or losses are deducted for tax 
purposes after being accrued for accounting 
purposes.
d. Non-taxable revenues or gains are realized 
after being accrued for accounting purposes.
11. The term “ reserve” in financial statements 
should be used to identify
a. The decline in value of fixed assets that 
must be replaced in the future.
b. An amount of funds being accumulated to 
satisfy or lessen the effect of an unresolved 
contingency.
c. An amount of retained earnings identified for 
a specific purpose.
d. The probable amount of uncollectible ac­
counts receivable.
8. The notes to financial statements are normally 
used to disclose each of the following except
a. Gain contingencies.
b. Accounting methods used.
c. Changes in financial position.
d. Effective income tax rates.
9. A company that uses the last-in, first-out (LIFO) 
method of inventory pricing finds at an interim report­
ing date that there has been a partial liquidation of the 
base period inventory level. The decline is considered 
temporary and the partial liquidation will be replaced 
prior to year end. The amount shown as inventory at the 
interim reporting date should
a. Not give effect to the LIFO liquidation, and 
cost of sales for the interim reporting period 
should include the expected cost of replace­
ment of the liquidated LIFO base.
b. Be shown at the actual level, and cost of sales 
for the interim reporting period should reflect 
the decrease in LIFO base period inventory 
level.
c. Not give effect to the LIFO liquidation, and 
cost of sales for the interim reporting period 
should reflect the decrease in the LIFO base 
period inventory level.
d. Be shown at the actual level, and the decrease 
in inventory level should not be reflected in 
the cost of sales for the interim reporting 
period.
12. If a company constructs a laboratory building to 
be used as a research and development facility, the cost 
of the laboratory building is matched against earnings
as
a. Research and development expense in the 
period(s) of construction.
b. Depreciation deducted as part of research 
and development costs.
c. Depreciation or immediate write-off de­
pending on company policy.
d. An expense at such time as productive 
research and development has been obtained 
from the facility.
13. Which of the following is an inherent difficulty in 
the determination of the results of operations on an 
interim basis?
a. Cost of sales reflects only the amount of pro­
duct expense allocable to revenue recognized 
as of the interim date.
b. Depreciation on an interim basis is a partial 
estimate of the actual annual amount.
c. Costs expensed in one interim period may 
benefit other periods.
d. Revenues from long-term construction con­
tracts accounted for by the percentage of 
completion method are based on annual 
completion and interim estimates may be in­
correct.
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14. The generally accepted method of accounting for 
gains or losses from the early extinguishment of debt is 
based on the assumption that any gain or loss on the 
transaction reflects
a. An adjustment to the cost basis of the asset 
obtained by the debt issue.
b. An amount that should be considered a cash 
adjustment to the cost of any other debt ob­
tained over the remaining life of the old debt 
instrument.
c. An amount received or paid to obtain a new 
debt instrument and, as such, should be 
amortized over the life of the new debt.
d. A change in the market rate of interest which 
should be recognized in the period of extin­
guishment.
15. What is the difference between the terms past 
service costs and prior service costs?
a. Past service costs refer to costs applicable 
to periods prior to a particular date of actu­
arial valuation, and prior service costs refer 
to costs applicable to employee service prior 
to the inception of a pension plan.
b. Past service costs refer to costs applicable 
to employee service prior to the inception of 
a pension plan, and prior service costs refer to 
costs applicable to periods prior to a partic­
ular date of actuarial valuation.
c. Past service costs refer to costs applicable to 
a pension plan for an employee who enters 
the plan after the inception of the plan in 
order to bring the employee’s benefits into 
line with the other participants in the plan, 
and prior service costs refer to changes in 
prior period pension costs that are caused by 
a change in actuarial valuation.
d. There is no difference between the two terms, 
and they may be used interchangeably.
16. The terminal funding method and pay-as-you-go 
method of accounting for pension plans are not 
generally accepted accounting methods because
a. They do not require the funding of past 
service costs.
b. They are not actuarially sound.
c. They do not recognize pension costs prior 
to the retirement of employees.
d. They are not acceptable methods for federal 
income tax purposes.
17. If a unit of inventory has declined in value below 
original cost, but the market value exceeds net 
realizable value, the amount to be used for purposes of 
inventory valuation is
a. Net realizable value.
b. Original cost.
c. Market value.
d. Net realizable value less a normal profit 
margin.
18. When a company discontinues an operation and 
disposes of the discontinued operation (segment), the 
transaction should be included in the earnings 
statement as a gain or loss on disposal reported as
a. A prior period adjustment.
b. An extraordinary item.
c. An amount after continuing operations and 
before extraordinary items.
d. A bulk sale of fixed assets included in earn­
ings from continuing operations.
19. Which method of inventory pricing best approxi­
mates specific identification of the actual flow of costs 
and units in most manufacturing situations?
a. Average cost.
b. First-in, first-out.
c. Last-in, first-out.
d. Base stock.
20. Generally accepted accounting principles require 
that certain lease agreements be accounted for as 
purchases. The theoretic basis for this treatment is 
that a lease of this type
a. Effectively conveys all of the benefits and 
risks incident to the ownership of property.
b. Is an example of form over substance.
c. Provides the use of the leased asset to the 
lessee for a limited period of time.
d. Must be recorded in accordance with the 
concept of cause and effect.
21. While only certain leases are currently accounted 
for as a sale or purchase there is theoretic justification 
for considering all leases to be sales or purchases. The 
principal reason that supports this idea is that
a. All leases are generally for the economic life 
of the property and the residual value of 
the property at the end of the lease is 
minimal.
b. At the end of the lease the property usually 
can be purchased by the lessee.
c. A lease reflects the purchase or sale of a 
quantifiable right to the use of property.
d. During the life of the lease the lessee can 
effectively treat the property as if it were 
owned by the lessee.
22. A company issued a new class of convertible 
preferred stock during the year. At the date of issuance 
the cash yield on the stock was sixty percent of the bank 
prime interest rate, however, by the end of the year the 
cash yield was equal to ninety percent of the bank 
prime interest rate. At the end of the year what type of 
classification should this security receive for computa­
tion of earnings per share?
a. Long-term debt equivalent.
b. Other potentially dilutive security.
c. Convertible preferred stock.
d. Common stock equivalent security.
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Instructions
Select the best answer for each of the following 
items relating to a variety of issues in managerial ac­
counting and state and local governmental accounting.
Use a soft pencil, preferably No. 2, to blacken the ap­
propriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for 
each item. Answer all items. Your grade will be based 
on your total correct answers.
Items to be Answered
23. The initial transfer of cash from the general fund 
in order to establish an intragovernmental service 
fund would require the general fund to credit cash 
and debit
a. Accounts receivable — intragovernmental 
service fund.
b. Fund balance.
c. Reserve for encumbrances.
d. Appropriations.
24. Under the modified accrual method of account­
ing used by a local governmental unit, which of the 
following would be a revenue susceptible to accrual?
a. Income taxes.
b. Business licenses.
c. Property taxes.
d. Sales taxes.
25. Which of the following accounts is a budgetary 
account in governmental accounting?
a. Reserve for inventory of supplies.
b. Fund balance.
c. Appropriations.
d. Estimated uncollectible property taxes.
26. Which of the following governmental funds uses 
the accrual method of accounting?
a. General.
b. Intragovernmental service.
c. Special revenue.
d. Debt service.
27. Which of the following funds frequently does not 
have a fund balance?
a. General fund.
b. Agency fund.
c. Special revenue fund.
d. Capital projects fund.
28. In which of the following funds would it be ap­
propriate to record depreciation of fixed assets?
a. Capital projects.
b. General.
c. Intragovernmental service.
d. Special assessment.
Number 2 (Estimated time----- -35 to 40 minutes) 29. The basic assumption made in a direct costing 
system with respect to fixed costs is that fixed costs 
are
a. A sunk cost.
b. A product cost.
c. Fixed as to the total cost.
d. A period cost.
30. When using a direct costing system, the contri­
bution margin discloses the excess of
a. Revenues over fixed costs.
b. Projected revenues over the break-even 
point.
c. Revenues over variable costs.
d. Variable costs over fixed costs.
31. Net earnings determined using full absorption 
costing can be reconciled to net earnings determined 
using direct costing by computing the difference 
between
a. Inventoried fixed costs in the beginning and 
ending inventories and any deferred over or 
underapplied fixed factory overhead.
b. Inventoried discretionary costs in the be­
ginning and ending inventories.
c. Gross margin (absorption costing method) 
and contribution margin (direct costing 
method).
d. Sales as recorded under the direct costing 
method and sales as recorded under the ab­
sorption costing method.
32. What will be the difference in net earnings com­
puted using direct costing as opposed to absorption 
costing if the ending inventory increases with respect 
to the beginning inventory in terms of units?
a. There will be no difference in net earnings.
b. Net earnings computed using direct costing 
will be higher.
c. The difference in net earnings cannot be 
determined from the information given.
d. Net earnings computed using direct costing 
will be lower.
33. What are transferred-in costs as used in a 
proce ss cost accounting system?
a. Labor that is transferred from another de­
partment within the same plant instead of 
hiring temporary workers from the outside.
b. Cost of the production of a previous internal 
process that is subsequently used in a suc­
ceeding internal process.
c. Supervisory salaries that are transferred 
from an overhead cost center to a produc­
tion cost center.
d. Ending work-in-process inventory of a pre­
vious process that will be used in a 
succeeding process.
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34. An error was made in the computation of the 
percentage-of-completion of the current year’s ending 
work-in-process inventory. The error resulted in as­
signing a lower percentage-of-completion to each 
component of the inventory than actually was the case. 
What is the resultant effect of this error upon:
1. The computation of equivalent units in total?
2. The computation of costs per equivalent unit?
3. Costs assigned to cost of goods completed for 
the period?
1 2 3
a. Understate
b. Understate
c. Overstate
d. Overstate
overstate
understate
understate
overstate
overstate.
overstate.
understate.
understate.
35. Which of the following production operations 
would be most likely to employ a job order system of 
cost accounting?
a. Toy manufacturing.
b. Shipbuilding.
c. Crude oil refining.
d. Candy manufacturing.
36. The measurable value of an alternative use of 
resources is referred to as a (an)
a. Opportunity cost.
b. Imputed cost.
c. Differential cost.
d. Sunk cost.
37. The net present value and time-adjusted rate of 
return methods of decision making in capital budgeting 
are superior to the payback method in that they
a. Are easier to implement.
b. Consider the time value of money.
c. Require less input.
d. Reflect the effects of depreciation and in­
come taxes.
38. Sensitivity analysis is used in capital budgeting 
to quantify the
a. Amount that an assumed factor used in 
evaluating a project could be varied and 
still produce acceptable results.
b. Reaction within the marketplace to a new 
product.
c. Type of capital that will have to be committed 
to an anticipated project.
d. Relationship between the payback period 
and the economic lives of the assets used in 
a project.
39. If a company obtains two salable products from 
the refining of one ore, the refining process must be 
accounted for as a(an)
a. Mixed cost process.
b. Joint process.
c. Extractive process.
d. Reduction process.
40. The first-in, first-out method of process costing 
differs from the weighted average method of process 
costing in that the first-in, first-out method
a. Considers the stage of completion of begin­
ning work-in-process inventory in computing 
equivalent units of production, but the 
weighted average method does not.
b. Does not consider the stage of completion 
of beginning work-in-process inventory in 
computing equivalent units of production, 
but the weighted average method does.
c. Is applicable only to those companies using 
the first-in, first-out inventory pricing 
method, but the weighted average method 
may be used with any inventory pricing 
method.
d. Allocates costs based on whole units, but the 
weighted average method uses equivalent 
units.
41. If net earnings were higher using standard direct 
costing than using standard absorption costing, what 
can be said about sales during the period if inventory 
is priced using the LIFO method?
a. Sales increased.
b. Sales exceeded production.
c. Sales were less than production.
d. Sales decreased.
42. When two products are produced during a 
common process, what is the factor that determines 
whether the products are joint products or one principal 
product and a by-product?
a. Potential marketability for each product.
b. Amount of work expended in the production 
of each product.
c. Relative total sales value.
d. Management policy.
43. In order for a project to be acceptable to a com­
pany using the cost of capital method of analysis, the 
return on invested capital must
a. At least equal the amount of cash to cover 
interest and principal payments for any debt 
obtained to finance the project.
b. Generate sufficient capital to pay for itself 
within the economic life of the assets com­
mitted to the project.
c. At least equal the return on invested capital 
currently being generated by the company.
d. Generate sufficient capital resources to 
justify any additional capital expenditures 
and reduce idle capacity within the company.
44. The weighted average cost of capital approach 
to decision making is not directly affected by the
a. Value of the common stock.
b. Current budget for expansion.
c. Cost of debt outstanding.
d. Proposed mix of debt, equity, and existing 
funds used to implement the project.
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Standards are used by many concerns to generate 
data relevant to the acquisition and utilization of the 
component cost elements in a manufacturing process. 
There are three basic types of standards that may be 
employed: 1. Fixed (basic), 2. Ideal, and 3. Attainable.
Required:
a. Define the three types of standards.
b. What do standards and related variances 
attempt to disclose with respect to acquisition and 
utilization within a manufacturing process? Limit the 
discussion to the two general categories: Variable 
costs and fixed factory overhead. Identify specific 
variances but do not discuss their computations.
c. How do standards relate to cost accumulation 
procedures?
Number 3 (Estimated time----- -20 to 25 minutes)
Number 4 (Estimated time----- -20 to 25 minutes)
Part a. The Financial Accounting Standards 
Board issued its Statement Number 12 to clarify 
accounting methods and procedures with respect to 
certain marketable securities. An important part of the 
statement concerns the distinction between noncurrent 
and current classification of marketable securities.
Required:
1. Why does a company maintain an investment 
portfolio of current and noncurrent securities?
2. What factors should be considered in deter­
mining whether investments in marketable equity 
securities should be classified as current or non- 
current, and how do these factors affect the accounting 
treatment for unrealized losses?
Part b. Presented below are four unrelated 
situations involving marketable equity securities:
Situation 1
A noncurrent portfolio with an aggregate market 
value in excess of cost includes one particular security 
whose market value has declined to less than one half of 
the original cost. The decline in value is considered to 
be other than temporary.
Situation II
The statement of financial position of a company 
does not classify assets and liabilities as current and 
noncurrent. The portfolio of marketable equity securi­
ties includes securities normally considered current 
that have a net cost in excess of market value of $2,000. 
The remainder of the portfolio has a net market value in 
excess of cost of $5,000.
A marketable equity security, whose market value 
is currently less than cost, is classified as noncurrent 
but is to be reclassified as current.
Situation IV
A company’s noncurrent portfolio of marketable 
equity securities consists of the common stock of one 
company. At the end of the prior year the market value 
of the security was fifty percent of original cost, and 
this effect was properly reflected in a valuation allow­
ance account. However, at the end of the current year 
the market value of the security had appreciated to 
twice the original cost. The security is still considered 
noncurrent at year end.
Required:
What is the effect upon classification, carrying 
value, and earnings for each of the above situations. 
Complete your response to each situation before 
proceeding to the next situation.
Situation III
Number 5 (Estimated time----- -20 to 25 minutes)
The statement of changes in financial position is 
normally a required basic financial statement for each 
period for which an earnings statement is presented. 
The reporting entity has flexibility in form, content, and 
terminology of this statement to meet the objectives of 
differing circumstances. For example, the concept of 
“ funds” may be interpreted to mean, among other 
things, cash or working capital. However, the state­
ment should be prepared based on the “ all financial 
resources” concept.
Required:
a. What is the “ all financial resources” concept?
b. What are two types of financial transactions 
which would be disclosed under the “ all financial 
resources” concept that would not be disclosed without 
this concept?
c. What effect, if any, would each of the 
following seven items have upon the preparation of a 
statement of changes in financial position prepared in 
accordance with generally accepted accounting princi­
ples using the cash concept of funds?
1. Accounts receivable — trade.
2. Inventory.
3. Depreciation.
4. Deferred income tax credit from interperiod 
allocation.
5. Issuance of long-term debt in payment for a 
building.
6. Payoff of current portion of debt.
7. Sale of a fixed asset resulting in a loss.
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Part a. The two basic requirements for the 
accrual of a loss contingency are supported by several 
basic concepts of accounting. Three of these concepts 
are: periodicity (time periods), measurement, and 
objectivity.
Required:
Discuss how the two basic requirements for the 
accrual of a loss contingency relate to the three 
concepts listed above.
Pa rt b. The following three independent sets of 
facts relate to (1) the possible accrual or (2) the possible 
disclosure by other means of a loss contingency.
Situation I
A company offers a one year warranty for the 
product that it manufactures. A history of warranty 
claims has been compiled and the probable amount of 
claims related to sales for a given period can be 
determined.
Situation II
Subsequent to the date of a set of financial 
statements, but prior to the issuance of the financial 
statements, a company enters into a contract which will 
probably result in a significant loss to the company. The 
amount of the loss can be reasonably estimated.
Situation III
A company has adopted a policy of recording 
self-insurance for any possible losses resulting from 
injury to others by the company’s vehicles. The 
premium for an insurance policy for the same risk from 
an independent insurance company would have an 
annual cost of $2,000. During the period covered by the 
financial statements, there were no accidents involving 
the company’s vehicles which resulted in injury to 
others.
Required:
Discuss the accrual and/or type of disclosure 
necessary (if any) and the reason(s) why such dis­
closure is appropriate for each of the three independent 
sets of facts above.
Complete your response to each situation before 
proceeding to the next situation.
Number 6 (Estimated time----- -25 to 30 minutes)
Part a. Price-level adjusted financial statements 
are prepared in an effort to eliminate the effects of 
inflation or deflation. An integral part of determining 
restated amounts and applicable gain or loss from 
restatement is the segregation of all assets and 
liabilities into monetary and nonmonetary classifica­
tions. One reason for this classification is that 
price-level gains and losses for monetary items are 
currently matched against earnings.
Required:
What are the factors that determine whether an 
asset or liability is classified as monetary or non­
monetary? Include in your response the justification for 
recognizing gains and losses from monetary items and 
not for nonmonetary items.
Part b. Proponents of price-level restatement of 
financial statements state that a basic weakness of 
financial statements not adjusted for price-level 
changes is that they are made up of “ mixed dollars.”
Required:
1. What is meant by the term “ mixed dollars” 
and why is this a weakness of unadjusted financial 
statements?
2. Explain how financial statements restated for 
price-level changes eliminate this weakness. Use 
property, plant, and equipment as your example in this 
discussion.
Number 7 (Estimated time----- -20 to 25 minutes)
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Absorption costing 
See Cost accounting
Accountant’s legal liability 
Audit
Oral engagement implied promise to exercise reasonable 
standards of competence and care 
(N76L-1-1m) 82 
Audit required by bank to get credit
After reviewing statements, bank decided not to extend 
credit
CPA not liable to any party (N76L-1-3m) 82 
Breach of contract
Client who suffered as result of failure to complete 
engagement will collect damages 
(N77L-1-5m) 190 
CPA firm can legally accept a competing company in the 
same industry as another of its clients 
(N76L-1-2m) 82 
CPA firm cannot
Effectively disclaim liability to third parties for any and 
all torts
Effectively establish an absolute dollar limitation on its 
liability for a given engagement 
(N76L-1-2m) 82 
CPA firm cannot legally
Establish an association of CPAs for the purpose of 
determining minimum fee schedules 
(N76L-1-2m) 82 
CPA firm liable for the torts committed by junior staff 
member within the scope of his employment 
(M76L-3-45m) 37 
CPA firm’s first client to go public
Securities Act of 1933 imposes important additional 
potential liability on the CPA firm 
(N77L-1-9m) 191 
Criminal liability
If CPA willfully omits a material fact required to be 
stated in a registration statement 
(N77L-1-1m) 190 
Discussion of development of common law regarding 
liability of CPAs to third parties (M77L-4) 143 
Duty to perform audit is nondelegable and client need not 
accept an equally competent CPA substituted by 
engaged CPA (N77L-1-3m) 190 
Failure to detect material fraud
Independent auditor could be responsible if planned 
hastily and inefficiently (N77A-1-28m) 182
Accountant’s legal liability (cont.)
Failure to follow generally accepted auditing standards 
Negligence when proper procedures would have resulted 
in discovery makes firm liable for thefts to extent 
that prompt discovery would have permitted recovery 
and for additional thefts by the same employee after 
completion of the audit (M76L-7) 40 
Investor with stock market losses
Unqualified opinion accompanied registration statement 
To recover from CPA investor must establish that there 
was a false statement or omission of material fact 
contained in the audited statements 
(N76L-1-4m) 82 
Negligence
Failure to test existence of material leasehold 
improvements 
Improper disclaimer will not absolve 
(M77L-4) 143 
Partners in CPA firm are jointly and severally liable even 
though they did not take part in an audit 
(M77L-4) 143 
Reasonable care exercised
Sophisticated embezzlement undiscovered
CPA not liable to any party (N76L-1-3m) 82 
Trend is to criminal as well as civil liability 
(M76A-2-27m) 25 
Unaudited financial statements
1136 Tenants case (M76A-2-34m) 25
Accounting changes 
Change in estimate
Always accounted for in current and future periods 
(N76T-1-4m) 92 
Depreciable lives 
Computation of net income (M77PI-1-2m) 102 
Remaining book value depreciated over remaining life 
computation (N77PI-1-2m) 156 
Remaining book value written off over remaining useful 
life (N77PIM-2m) 168 
Revise future depreciation per year 
(M77T-1-19m) 149 
Estimated life of equipment (N76PI-4) 57 
Change in method of depreciation for newly purchased 
assets only 
Reporting (N77T-1-3m) 202 
Change in principle 
Change from FIFO to LIFO
Statements for prior periods included for comparative 
purposes should be presented as previously reported 
(not restated) (N76T-1-5m) 92 
Cumulative effect of change from expensing to 
capitalizing relining blast furnace costs 
(N76PI-4) 57
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Accounting changes
Change in principle (cont.)
Depreciation
Computation of net income (M77PI-1-1m) 102 
Effect on income in year of change from expensing to 
capitalizing relining blast furnace costs 
(N76PI-4) 57 
Statement of changes in financial position 
Working capital to cash concept
Restate prior year’s comparative statement, disclose 
the restatement, refer to the change in the 
auditor’s report, and indicate the auditor’s 
concurrence (M77A-6) 133
Inventory 
LIFO to FIFO
Adjusting journal entry (N77PII-5) 777 
LIFO to FIFO
Reporting (N77T-1-1m) 202 
FIFO to LIFO change effect on income computation 
(M76PI-4) 9 
Special changes reported by applying retroactively the new 
method in restatements of prior periods 
Long-term construction-type contracts 
(M76T-1-5m) 42 
Computation of cumulative effect on prior years of change 
in depreciation methods and how reported 
(M76PI-1-12m) 3 
Correction of an error 
See also Errors
Change from an accounting principle that is not generally 
accepted to one that is, and a mathematical error 
(in last year’s statements) are both errors 
Treated as prior period adjustments and have zero effect 
on this year’s net income (N77PI-1-1m) 156 
Insurance charged to wrong year (N76PI-4) 57 
Cumulative effect reporting (M76PI-1-12m) 3
Accounting for translation of foreign currency 
See Foreign exchange— Translation
Accounting policies 
Disclosure
Basis of consolidation, method of depreciation, and 
inventory method but not pro forma data relating 
to change in accounting method 
(N77T-1-7m) 203
Accounting Principles Board Opinions 
See APB Opinions
Accounting Principles Board Statements 
See APB Statements
Accounting Research Bulletins 
See ARBs
Accounts payable 
Audit objectives
Audit procedures (M76A-4) 29 
Audit procedures
Confirmations advisable
Creditor statements are not available and internal 
accounting control over accounts payable is 
unsatisfactory (M77A-3-54m) 130 
Differs from verification of accrued liabilities, which 
usually pertain to services of a continuing nature, 
because accounts payable are the result of completed 
transactions (N76A-2-23m) 74 
Voucher system
Obtain a schedule of all unpaid vouchers and compare 
the items on the schedule with open vouchers and 
uncanceled entries in the voucher register and 
account for unmatched items 
(N76A-1-20m) 74
Accounts payable (cont.)
Confirmations
Audit procedures in selecting accounts (M76A-4) 
When to use though not required (M76A-4) 29
29
Accounts receivable 
See also Receivables 
Audit procedures 
Confirmations
Identification and description of the two forms and
indication of factors which should be considered in 
determining when to use each (M77A-4) 131 
Impracticable or impossible 
Best alternative procedure
Examine subsequent receipts of year-end accounts 
receivable (N77A-1-41m) 184 
Replies received directly from customers are 
considered more reliable than internal or 
telephone evidence (M77A-1-4m) 124 
Satisfactory response received
Procedures to evaluate collectibility 
(M77A-4) 131
Balance
Computation as of end of first year given payments for 
purchases, accounts payable, ending inventory, 
collections from customers, and that all items are 
marked to sell at 30% above cost 
(N77PII-1-15m) 170 
Collateral
Should examine the securities and ascertain their value 
(N76A-3-59m) 79 
Computation of amount before deduction of allowance for 
uncollectibles given the net receivables, the charges to 
bad debt expense, and the accounts written off 
(N76PII-1-13m) 64 
Statistical sampling
See Quantitative methods
Accrual accounting
Determining periodic earnings and financial position by 
measuring economic resources and obligations and 
changes in them as these changes occur 
(M76T-1-3m) 42 
Distinction between accrual and modified accrual accounting 
and indication that accrual is necessary for a voluntary 
health and welfare organization (M77T-4) 152
Accrued commissions payable
Computation given sales of last month, commission rate on 
net sales paid thirty days later, and expected returns 
(M77A-1-13m) 125
Accrued liabilities 
Audit procedures
Differs from verification of accounts payable because 
accrued liabilities usually pertain to services of a 
continuing nature while accounts payable are the 
result of completed transactions 
(N76A-2-23m) 74
Accumulated depreciation 
Significant debits
Extraordinary repairs have lengthened the life of an asset 
(M77A-1-12m) 125
Adams, Mr. and Mrs. (N77PI-5) 166
Agency
Agent acting for undisclosed principal is personally liable 
on the contracts, and this agent may have fraudulently 
misrepresented the manufacturer of the product he was 
selling and be liable for that reason 
(N77L-5) 199
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Agency (cont.)
Agent acting on behalf of a disclosed principal 
Lacks specific express authority
Not liable to third party if acting within the scope of 
his implied authority (N76L-2-29m) 86 
Agent breached fiduciary duty by selling competing item
without principal’s knowledge, and can be dismissed and 
be required to account for profits he realized 
(N77L-5) 199 
Agent made legally unauthorized contract for and on behalf 
of his principal, but it can be ratified by the principal 
by his silence and the receipt and retention of the 
benefits of the contract (N76L-2-22m) 85 
Apparent authority
Agent sold normally salable item principal had told him 
not to sell, forged principal’s name of the check and 
disappeared
Purchaser will be permitted to keep the item because 
agent had the apparent authority to bind principal 
to the contract (M77L-2-27m) 140 
Dismissed by principal
Notice of dismissal in trade journals
Agent dealt with old and new suppliers in principal’s 
name and absconded with money 
Agent had apparent authority to make contracts on 
principal’s behalf with suppliers with whom 
agent was currently dealing as principal’s 
agent if they had no actual knowledge of his 
dismissal (M77L-2-23m) 139 
Company employee’s negligent work injured him, another 
employee, and a supplier, resulting in fact that the 
company is liable to the supplier even though its 
employee was grossly negligent (N76L-2-21m) 85 
Corporation, an undisclosed principal, liable for contracts 
made on its behalf, for the tort of conversion committed 
by its employee who absconded with advance payments, 
and for breach of warranty for defective goods, while 
its employee, who absconded, is also personally liable 
for conversion (N77L-5) 199 
Corporation engaged an agent to purchase land without 
disclosing corporation’s name, which the agent did in 
its own name, resulting in the seller being able to obtain 
recourse against either the corporation or its agent 
if the contract is not performed 
(N76L-2-20m) 85 
Exclusive for six months 
If principal sells through another agent, he will be liable 
to the “exclusive” agent for damages 
(N76L-2-25m) 85 
Fiduciary duty
Agent owes such to his principal 
(M77L-2-22m) 139 
Oral contract for insurance agent which terminates within 
one year is not subject to the Statute of Frauds 
(M76L-3-44m) 37 
Oral contract of employment accepted April 1 for
employment for one year starting May 1 at a salary 
plus commissions 
Although contract is silent on the point, agent has an 
implied right to reimbursement for reasonable and 
necessary expenses incurred on behalf of principal 
(M77L-2-28m) 140 
Principal could proceed against undisclosed principal based 
upon intentional interference with a contractual 
relationship, and could proceed against the president 
personally of the undisclosed principal for his tortious 
conduct (N77L-5) 199 
Unauthorized act
Principal has liability under the ratification doctrine if he 
has full knowledge of the facts regarding the action 
taken on his behalf (M76L-3-47m) 37
Agency (cont.)
Undisclosed principal
Agent is personally liable on a contract if the third party 
sues him (M76L-3-48m) 37
AICPA Code of Professional Ethics 
Acceptable actions causing no violation
A CPA, who is an officer of a local bank, arranges a loan 
for another CPA, who is in public practice 
A CPA, who is in public practice, agrees to be the
committee chairperson for a local fund-raising activity 
A CPA, who is retired from public practice, accepts a 
finder’s fee from a public relations company for 
introducing a former client to that firm 
(M77A-3-52m) 130 
Allows a CPA to notify clients by a specific letter regarding 
the admission of a new partner to the member’s firm 
(N76A-2-34m) 76 
Change of auditors
Steps new auditor should take before accepting the 
engagement (M 76A-5) 29 
Derives its authority from the Bylaws of the AICPA 
(N77A-1-9m) 180 
Does not allow a CPA to list the CPA’s firm name and 
specialty in a lobby directory in the office building 
where the firm is located, to include the member’s firm 
name on a weekly newsletter distributed to the firm’s 
clients but not prepared by the firm, or to offer to 
provide services to a former client 
(N76A-2-34m) 76 
Encroachment 
No violation
Accepting a request to prepare a tax return for a client 
of another CPA 
Insisting on auditing a company’s subsidiary that had 
been audited by another CPA because in the 
company CPA’s judgment the audit would be 
necessary for the expression of an opinion on the 
company’s consolidated financial statements 
Roy, CPA, accepted a fee from another CPA for 
work performed by Roy on the engagement of a 
client who was referred to the other CPA by Roy 
(M77A-1-2m) 124 
Violation
Mailed to a non-client company, unsolicited literature 
that discussed services that were currently being 
rendered to the company by another CPA 
(M77A-1-2m) 124 
Essential because a distinguishing mark of a profession is its 
acceptance of responsibility to the public 
(M 77A-1-18m) 126
Fees
No violation
CPA performs services in a litigatory matter, and the 
fee is not known but is to be determined by a 
district court (N77A-1-36m) 183 
Violation
CPA prepares cost projections for submission to a 
governmental agency as an application for a rate 
increase, and the fee will be paid if there is a rate 
increase
CPA prepares tax return, and the fee is to be based 
on the amount of taxes saved, if any 
CPA prepares tax return, and the fee will be based on 
whether the CPA signs it (N77A-1-36m) 183 
Firm name
A firm may not designate itself as members of the AICPA 
unless all its partners are members 
Jones & Barrow, members AICPA (with only Jones a 
member) (M77A-3-41m) 129
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AICPA Code of Professional Ethics 
Firm name (cont.)
A member shall not practice under a firm name which 
indicates specialization 
Jones & Barrow, Tax Accountants 
(M77A-3-41m) 129 
Acceptable
Jones & Barrow, Certified Public Accountants 
(M77A-3-41m) 129 
Impersonal names are prohibited 
Jones & Barrow, P.C. (Professional Corporation) 
(M77A-3-41m) 129 
Independence 
Appearance
Ordinarily not impaired if a CPA examines the
statements of a bank and also uses the bank’s time­
sharing computer service to solve client-related 
problems (N 77A -1-4m) 179 
Objectivity
Ability to maintain an impartial attitude on all matters 
which come under the CPA’s review 
(N76A-2-26m) 75 
Offers of employment 
CPA in public practice is permitted to make an offer of 
employment to an employee of another public 
accountant if the CPA informs the other public 
accountant prior to making the offer 
(M77A-2-39m) 128 
Violated if CPA allowed his article published in a
professional journal to state that the CPA specialized 
in providing tax services (N77A-1-2m) 179 
Violation
A, CPA, refers client to B, CPA, who is more competent in 
the area of registration statements and B performs the 
services required 
Both violate the code if B offers and A accepts a portion 
of the audit fee (N 77A -1-37m) 183
Allocation of income tax 
See Federal income tax
Allocation
Expenses
Theoretical basis
Systematic allocation, cause and effect, immediate 
recognition, but not profit maximization 
(N77T-1-2m) 202
Allowance for uncollectible accounts
Credits by charging expense decreases working capital 
(M76PII-1-2m) 13 
Write-off of accounts does not affect working capital 
(M76PII-1-2m) 13
Analysis
Overall
See Financial statement analysis
Analytical review 
See Audit procedures
Analytic review of the client operations
To identify unusual transactions (N76A-3-58m) 78
Annaville School District (M76PII-3) 18
Annual report
“Other financial information”
Auditor should read and consider the manner of
presentation of the “Other financial information” 
(N 77A -1-7m) 179
Antitrust
Corporation entered into price fixing arrangements with 
competitors, but is not subject to forfeiture of its rights 
to do business in interstate commerce, although it is
Antitrust (cont.)
liable for treble damages, fines, its officers subject to 
imprisonment, and it is subject to seizure of its goods 
shipped in interstate commerce pursuant to the 
arrangement (N77L-3-48m) 199 
Corporation having 15% of the market in an oligopolistic 
industry may fall under the Sherman Act’s monopoly 
provisions if it is shown that the corporation has 
manifested a specific intent to monopolize 
(M76L-1-13m) 33 
Functional discounts permitted (N76L-2-23m) 85 
Legal problems and implications of oral agreements among 
competitors to limit production and reserve customers 
(M77L-6) 144 
Legal problems and implications of price discrimination not 
totally justifiable, and that to meet a competitor’s price 
(M77L-6) 144 
Legal problems and implications of resale price maintenance 
agreements (M77L-6) 144 
Pricing agreements among competitors are forbidden and 
not legal (N76L-2-17m) 84 
Producer’s requirement of distributors and dealers not to 
market outside certain geographic areas, under threat 
of cancellation of the contract, has the best chance of 
being legal if the product is delivered on consignment 
(M76L-1-9m) 32 
Sale of desirable product tied to sale of other products is an 
illegal tying agreement; hence per se illegal 
(N77L-3-46m) 197 
Avoid violations by providing free marketing advice and 
providing displays to customers strictly based on their 
relative volume of purchases and the relative amount 
of sales of its products (N77L-3-41m) 196
(M76T-6) 47,
(N76PI-1-4m) 
(N76T-3) 96
5,
APB Opinions
No. 2 (M76T-5) 47 
No. 4 (M76PI-1-6m) 2,
(N76PI-5) 60 
No. 5 (M76T-1-2m) 42,
(N76PI-1-13m) 52,
No. 6 (M76PI-1-17m) 4 
No. 7 (M76PI-5) 10, (M76T-1-18m) 44, 
(N76PI-1-3m) 50, (N76PI-1-12m) 52, 
(N76T-3) 96 
No. 8 (M76T-4) 47, (M77T-1-20m) 149, 
(N76PI-1-5m) 51, (N77PII-1-6m) 169, 
(N76T-1-17m) 93, (N76T-7) 98, 
(N77T-1-15m) 204 
No. 9 (M77T-1-18m) 149, (N76PI-4) 57 
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(M77T-1-5m) 147, (N76PI-5) 60, 
(N76T-1-7m) 92, (N 77PIM -12m ) 170, 
(N77PII-1-13m) 170, (N77T-1-6m) 203 
No. 14 (N76PII-1-3m) 62, (N77PI-1-19m) 159 
No. 15 (M76T-1-14m) 43, (M76T-1-15m) 44, 
(M77PI-1-7m) 103, (M77PI-1-8m) 103, 
(M77T-2-26m) 150, (M77T-2-27m) 150, 
(M77T-2-28m) 150, (N76PI-1-17m) 53, 
(N76T-3) 96, (N76T-7) 98,
(N77PI-1-5m) 157, (N77PI-1--6m) 157, 
(N77T-1-22m) 204 
No. 16 (M76T-1-6m) 42, (M76T-1-13m) 43, 
(M77PI-1-5m) 103, (M77PI-1-6m) 103, 
(M77PI-4) 110, (M77T-1-14m) 148, 
(M77T-1-15m) 148, (M77T-3) 152, 
(N76T-1-9m) 93, (N77PI-3) 163,
(N77PII-5) 176 
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(N76PI-5) 60, (N76PIM -10m ) 64, 
(N76T-1-10m) 93, (N76T-3) 96,
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(N77PII-5) 176 
No. 19 (M76PII-4) 19, (M77A-6) 133, 
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(N76T-7) 98, (N77PI-1-1m) 156, 
(N77PI-1-2m) 156, (N77PII-1-2m) 168, 
(N77PII-5) 177, (N77T-1-1m) 202, 
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No. 21 (M76PI-1-2m) 2, (M76PI-1-13m) 4, 
(M76PI-1-14m) 4, (M77T-1-13m) 148, 
(N76PI-1-10m) 51, (N76PI-1-11m) 52, 
(N76T-1-15m) 93, (N77PII-1-1 Im) 169 
No. 22 (N76T-7) 98, (N77T-1-7m) 203 
No. 23 (N76PI-5) 60 
No. 24 (M76T-6) 47
No. 25 (M76PII-1-3m) 13, (M76T-7) 48, 
(N76PII-1-9m) 64, (N77PII-1-14m) 170 
No. 26 (M76PI-1-1m) 2, (M77PII-1-3m) 113, 
(N76PII-1-12m) 64, (N77T-1-14m) 204 
No. 27 (M76PI-5) 10, (N76T-3) 96 
No. 28 (M77PI-1-13m) 104,
(M77PI-1-14m) 104, (N76T-1-18m) 93, 
(N 77PI-M 0m ) 157, (N77PI-1-14m) 158, 
(N77T-1-9m) 203, (N77T-1-13m) 203 
No. 29 (M76PII-1-10m) 14, (M76T-3) 46, 
(M77PII-1-5m) 114, (M77PII-1-6m) 114, 
(M 77PIM -7m) 114, (M 77PIM -8m) 114, 
(N76PI-1-18m) 53, (N77PII-1-1m) 168 
No. 30 (M77PII-1-1m) 113, (N76PII-5) 69, 
(N77T-1-18m) 204 
No. 31 (N76T-3) 96
APB Statements 
No. 2 (M77T-1-21m) 149, (N77PI-1-15m) 158 
No. 3 (M76PI-1-15m) 4, (M76PI-1-16m) 4, 
(M76T-1-11m ) 43, (M76T-1-16m) 44, 
(M76T-1-17m) 44, (M77PI-1-17m) 105, 
(M77PI-1-18m) 105, (M77T-1-7m) 148, 
(M77T-6) 153, (N76PII-1-5m) 63, 
(N76PII-1-6m) 63, (N76PII-1-7m) 63, 
(N77T-7) 208 
No. 4 (M76T-6) 47, (M77T-1-8m) 148, 
(M77T-5) 153, (N76T-3) 96
No. 43, Chap. 7 (M77PI-4) 110 
No. 45 (M76PI-5) 10 
No. 51 (N76T-3) 96
Arcadia Corporation (M77PII-4) 119
Area Corporation (M77PII-5) 121
Asset measurement concept
Valuation or pricing of the future service of an asset 
Discussion of application to receivables 
(M77T-6) 153
Asset valuation 
Current-value measures
Replacement cost, exit value, and discounted cash flow 
(M77T-1-9m) 148
Assets
Composite life
Computation given cost, salvage, and estimated lives of
three assets and that depreciation is on the straight-line 
method (N77PII-1-5m) 168 
Intangible
See Intangible assets 
Valuation methods
Discounted cash flow (future exchange prices)
Theory (N76T-4) 97 
Historical cost 
Theory (N76T-4) 97 
Historical cost adjusted to reflect general price-level 
changes 
Theory (N76T-4) 97 
Market price (current selling prices)
Theory (N76T-4) 97 
Replacement cost (current purchase prices)
Theory (N76T-4) 97 
Schedules for valuation of land on two years of balance 
sheets on a general price-level basis and on a 
replacement cost basis, and for the gain on earnings 
statements that would accompany those balance sheets 
and one year after (N76T-4) 97 
Why a significant issue (N76T-4) 97
Audit
Independent
Analytic review of the client operations 
To identify unusual transactions 
(N76A-3-58m) 78 
Important to readers of statements because it involves the 
objective examination of and reporting on 
management-prepared statements 
(N76A-3-56m) 78 
Reason for
Different interests may exist between the company
preparing the statements and the persons using the 
statements (N76A-3-50m) 78 
Oral engagement
Obligation of auditors
Implied promise to exercise reasonable standards of 
competence and care (N76L-1-1m) 82
Audit committee of outside members of the board of directors 
Many corporations have the CPA report to this group to 
emphasize auditor independence from management 
(M77A-1-14m) 125
Audit evidence
See Generally accepted auditing standards— Standards of field 
work
Audit objectives
See Accounting payable
Audit of listed firm registered with SEC 
Primary objective 
Assurance to investors (M76A-3-51m) 28
Audit procedures
See also Audit program 
See also Confirmations 
Accounts payable
Confirmations advisable
Creditor statements are not available and internal 
accounting control over accounts payable is 
unsatisfactory (M77A-3-54m) 130 
Differs from verification of accrued liabilities, which usually 
pertain to services of a continuing nature, because 
accounts payable are the result of completed 
transactions (N76A-2-23m) 74 
Voucher system
Obtain a schedule of all unpaid vouchers and compare
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Audit procedures
Accounts payable (cont.)
the items on the schedule with open vouchers and 
uncanceled entries in the voucher register and 
account for unmatched items 
(N76A-1-20m) 74 
Accounts receivable
Confirmation replies received directly from customers are 
considered more reliable than internal or telephone 
evidence (M77A-1-4m) 124 
Confirmations
Impracticable or impossible 
Best alternative procedure
Examine subsequent receipts of year-end accounts 
receivable (N77A-1-41m) 184 
Accrued liabilities
Differs from verification of accounts payable because 
accrued liabilities usually pertain to services of a 
continuing nature while accounts payable are the 
result of completed transactions 
(N76A-2-23m) 74 
Analytical review
Most important phase
Investigation of significant variations and unusual 
relationships (M77A-2-28m) 127 
Bonds payable 
Issued
Review the minutes for authorization 
(N77A-1-15m) 180
Cash
Bank reconciliations
Procedures to obtain satisfaction for each item on given 
reconciliations (M77A-5) 132 
Received from issuance of bonds
To ascertain that the transaction was properly recorded 
trace the cash to the accounting records 
(N76A-1-12m) 73 
Compare revenues and expenses with the prior year and 
investigate all changes exceeding a fixed percentage 
Likely to detect such items as a change in capitalization 
policy for small tools (M77A-1-15m) 125 
Comparisons of related accounts
Interest expense excessive in relation to long-term debt 
Suspect that long-term debt is understated 
(M77A-2-37m) 128 
Comparisons of relationships
Increase in subscribers, increase in rates, and expected total 
receipts from subscriptions (M77A-2-40m) 128 
Conflict of interest 
Employee of client
Action of auditor upon discovery (M76A-5) 29 
Extended procedures (M76A-5) 29 
Contingent liabilities
Abstracting the minutes of the meetings of the board of 
directors (N77A-1-50m) 185 
Confirming pending legal matters with the corporate 
attorney (N77A-1-50m) 185 
Not very effective
Examining confirmation letters from customers 
(N77A-1-50m) 185 
Reviewing the bank confirmation letters 
(N77A-1-50m) 185 
Existence of open commodity futures contracts at year end 
Direct confirmations with client’s commodity traders 
(M77A-2-30m) 127 
First-time procedures beyond those of following year 
(M76A-5) 29 
Fixed assets 
Building
Painting cost capitalization error most likely discovered 
by reviewing the titles and descriptions for all 
construction work orders issued during the year 
(M76A-3-56m) 28
Audit procedures (cont.)
Guarantee of debt of an affiliate
Review of minutes and resolutions of the board of directors 
would make the auditor aware of the guarantee 
(N76A-2-25m) 75 
Inventory
Client uses statistical sampling rather than 100% count 
Changed procedures or in addition to normal 
(N76A-4) 79 
Cut-off s
Purchases and sales
To detect whether goods included in count were not 
recorded as a sale in the current period 
(M77A-2-27m) 127 
Normal whenever a client conducts a periodic count of all 
or part (N76A-4) 79 
Observation
Primary objective
Obtain direct knowledge that inventory exists and has 
been properly counted (N77A-1-31m) 182 
Observation of physical counts provides evidence of 
existence (N76A-1-2m) 72
Kiting
Examining paid checks returned with the bank statement of 
the next accounting period after year end 
(N76A-2-28m) 75
Leases
Capitalized
Evaluate the propriety of the interest rate used in 
discounting the future lease payments 
(M76A-3-59m) 28 
Letter of representation
Reminds management that the primary responsibility for 
the overall fairness of the financial statements rests 
with management and not with the auditor 
(M77A-3-51m) 130 
Materials-purchasing cycle
Primary objective in reviewing
Evaluate the reliability of information generated as a 
result of the purchasing process 
(M77A-2-22m) 126
Payroll
Observing a client’s distribution of payroll checks 
Reason
Separation of payroll duties is less than adequate for 
effective internal control 
(N77A-1-49m) 185 
Surprise observation of distribution of paychecks
To satisfy auditor that names on the company payroll 
are those of bona fide employees presently on the 
job (N77A-1-8m) 179 
Trace number of hours worked as shown on payroll to 
time cards and time reports signed by the foreman 
(N76A-2-24m) 75 
Payroll transactions 
Primary concern
Overpayments and unauthorized payments 
(M77A-3-53m) 130 
Purchasing cycle
Primary objective in reviewing
Evaluate the reliability of information generated as a 
result of the purchasing process 
(M77A-2-22m) 126 
Real property 
Ownership
Examination of deeds and title guaranty policies on hand 
(M77A-3-50m) 130
Sales
Cut-off
Analyze transactions occurring with a few days before 
and after year end (M77A-2-29m) 127
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Audit procedures (cont.)
Sales on credit
Understatement test
Trace sample of initial sales slips through summaries to 
recorded general ledger sales 
(N76A-3-42m) 77
Securities
Physically observes the movement of those already counted 
to guard against the substitution of such securities for 
others which are not actually on hand 
Proper planning as intended by the first standard of 
field work (M77A-3-58m) 131 
Statement of changes in financial position 
Audit evidence
Primarily cross-referencing to balances and transactions 
reviewed in connection with the examination of the 
other financial statements (M76A-3-58m) 28 
Statistical sampling
See Quantitative methods 
Subsequent events (N77A-5) 188
Do not include making inquiries with respect to the
statements covered by the auditor’s previously issued 
report if new information has become available during 
the current examination that might affect that report 
(N76A-2-37m) 76 
Include reviewing available interim statements, reading 
available minutes of meetings of stockholders, 
directors, and committees and as to meetings for 
which minutes are not available inquire about matters 
dealt with at such meetings, and discussion with 
officers about the current status of items in the 
statements that were accounted for on the basis of 
tentative, preliminary, or inconclusive data 
(N76A-2-37m) 76 
Types (N77A-2) 186 
Unrecorded liabilities
Compare cash disbursements in the subsequent period with 
the accounts payable trial balance at year end 
(M77A-3-44m) 129 
Used to verify accrued liabilities differ from those for 
verification of accounts payable because accrued 
liabilities usually pertain to services of a  continuing 
nature while accounts payable are the result of 
completed transactions (N76A-2-23m) 74 
Vouchers payable
Obtain a schedule of all unpaid vouchers and compare 
the items on the schedule with open vouchers and 
uncanceled entries in the voucher register and account 
for unmatched items (N76A-1-20m) 74
Audit program 
Definition and purposes (N77A-2) 186 
Retained earnings
Include verification of authorization for both cash and 
stock dividends (N77A-1-13m) 180
Audit working papers 
Retention period 
Statutory period within which legal action may be brought 
against the CPA (M7 6 A -1 -13 m ) 23 
Include pertinent data compiled and are support for the 
auditor’s representations as to compliance with GAAS 
(N76A-2-27m) 75
Auditing standards
See Generally accepted auditing standards
Auditor
Predecessor may allow successor to review his working papers 
with the client’s permission (M76A-1-15m) 23 
Successor may review predecessor’s working papers with his 
and the client’s permission (M76A-1-15m) 23
Auditor and company disagree 
See Financial statements— Company and auditor disagree
Auditor of 1900 was more concerned with the detection of 
irregularities than is the auditor of today 
(M76A-2-29m) 25
Auditor’s legal liability
See Accountant’s legal liability
Auditor’s report 
Addressee
Company whose statements are being examined or to that 
company’s board of directors 
(N77A-1-3m) 179 
The corporation or the stockholders (but not the
president) of the corporation whose statements were 
examined, or a third party, even if that party is a 
client who engaged the auditor for examination of a 
non-client corporation (M76A-1-16m) 23 
Client declined to present statements of changes in financial 
position (N76A-7) 80 
Client declines to disclose essential data
Provide such information in the report, usually in a middle 
paragraph, and appropriately qualify 
(M77A-6) 133 
Consolidated statements
Reference to the examination of a subsidiary by another 
auditor
Disclose the magnitude of the portion of the statements 
examined by the other auditor 
(M76A-2-22m) 24 
Debenture agreement restricts payment of dividends 
(N76A-7) 80 
Interim financial statements 
Limited review 
Does not include
A  statement that an examination was performed in 
accordance with GAAS 
(N77A-1-43m) 184 
Includes
A description of the procedures performed or a 
reference to procedures described in an 
engagement letter 
A  statement that a limited review would not
necessarily disclose all matters of significance 
An identification o f the interim financial information 
reviewed (N77A-1-43m) 184 
Internal control 
See Internal control reports 
Litigation and no provision (N76A-7) 80 
Long-form
Generally includes the basic financial statements and may 
include details of items in the statements, statistical 
data, and explanatory comments 
(N76A-3-45m) 77 
May contain a more detailed description of scope than the 
short-form (M76A-3-43m) 27 
Would not include exceptions or reservations to the 
standard (short-form) report 
(N76A-3-45m) 77 
Minority interest misstated
Express a qualified or adverse opinion, and disclose in a 
separate paragraph all the substantive reasons for that 
opinion and the principal effects of the subject matter 
on the balance sheet, income statement, and statement 
of changes in financial position (M77A-6) 133 
Must state whether statements are in accordance with GAAP  
Except on an engagement involving a corporation in 
liquidation (M77A-1-11m) 125 
On engagements involving development-stage enterprises, 
not-for-profit entities, and regulated companies 
(M 77A-1-11m) 125 
Need not make reference to failure to perform normal
accounts receivable confirmations if alternate procedures 
were used to obtain satisfaction (N76A-7) 80
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Auditor’s report (cont.)
Opinion
Consistency qualification
Change in accounting principle (M77A-6) 133 
Declining balance depreciation adopted for newly 
acquired assets (M76A-2-23m) 24 
Not required for change in accounting estimate 
(M76A-1-4m) 22 
Required for change in principle whether required by 
new FASB or by management decision, and 
whether previous statements are not presented or 
are restated (M76A-1-4m) 22 
Separate explanatory paragraph not required 
(M76A-2-35m) 26 
Debenture agreement restricts payment of dividends 
(N76A-7) 80 
Disclaimer
Less likely in case of uncertainty than in cases of
inadequate internal control, lack of independence, 
or inability to apply necessary auditing procedures 
(M76A-1-2m) 22 
Fairness based on several judgments
One is whether the accounting principles used have 
general acceptance (M77A-3-55m) 131 
Lends credibility to client statements 
(N76A-3-48m) 77 
Litigation (N76A-7) 80
Needed because a company may not be objective with 
respect to its own financial statements 
(N77A-1-32m) 182 
Omission of statements of changes in financial position 
(N76A-7) 80 
Piecemeal inappropriate (M76A-1-1m) 22 
Pro forma statements
Auditor could consider rendering an opinion 
When the proposed transactions are subject to a 
definitive agreement among the parties 
(N77A-1-10m) 180 
Qualification 
Materiality
Primary factor in choice between “except for” and 
adverse (M76A-2-25m) 24 
Client declines to disclose essential data in the statements 
Provide the necessary supplemental information in the 
auditor’s report and appropriately qualify 
(N76A-2-38m) 76 
Unqualified
Investor may conclude that any disputes over significant 
accounting issues have been settled to the auditor’s 
satisfaction (M76A-2-30m) 25 
Other auditor
Consolidated statements
Reference to the examination of a subsidiary by another 
auditor
Disclose the magnitude of the portion of the 
statements examined by the other auditor 
(M76A-2-22m) 24 
Reference to his examination 
Division of responsibility
Stated in both scope and opinion paragraphs 
(M76A-2-21m) 24 
“Other financial information” in annual report 
Auditor should read and consider the manner of
presentation of the “Other financial information” 
(N77A-1-7m) 179 
Prior year statements presented with those of current year 
Current auditor should report on the prior year if he has 
examined the statements of the prior year 
(N76A-3-47m) 77 
Reference to the examination of another auditor 
Division of responsibility
Auditor’s report 
Reference (cont.)
Stated in both scope and opinion paragraphs 
(M76A-2-21m) 24 
Reference to the examination of a subsidiary by another 
auditor
Disclose the magnitude of the portion of the statements 
examined by the other auditor 
(M76A-2-22m) 24 
Required to be qualified with separate explanatory paragraph 
When a particular note to the statements discloses a 
company accounting method which deviates from 
GAAP (N77A-1-21m) 181 
Restatement of long-term construction contracts 
(N76A-7) 80 
Rewrite (N76A-7) 80
Should not be rendered on the achievability of forecasts 
(N77A-1-40m) 183 
Statement of changes in stockholders’ equity with basic 
statements
Should be identified in the scope paragraph but need not 
be reported on separately in the opinion paragraph 
(N76A-3-46m) 77 
Violation of bond indenture
Where minor and not likely to result in request for 
immediate payment should be disclosed in the 
auditor’s report (M76A-1-10m) 23
Audits in compliance with GAO standards
Considerations by the auditors in satisfying the program 
results element of the GAO standards 
(N77A-4) 187 
Satisfying the efficiency and economy elements of GAO 
standards the auditors should be alert to ineffective 
procedures, duplication of work, work with little 
purpose, inefficient use of equipment, overstaffing, faulty 
buying practices, and wastefulness (N77A-4) 187 
Satisfying the financial and compliance elements of GAO 
standards would determine whether the entity is 
maintaining control, properly accounting, fairly 
reporting, and complying with laws and regulations 
(N77A-4) 187
Austin Company (M77PI-4) 110
B
Bad debt expense 
Best matching
Percentage of sales (N76T-1-2m) 92 
Computation given the allowance at the end of the previous 
year, accounts written oft during the current year, and 
allowance needed at end of current year 
(M77PII-1-9m) 114
Bank reconciliations 
Audit procedures
To obtain satisfaction for each item on given reconciliations 
(M77A-5) 132
Bankruptcy
Act of bankruptcy
Assignment by an insolvent for the benefit of creditors 
(M76L-3-38m) 36 
Assuming bankrupt was insolvent, payment of $10,000 to a 
creditor six days before the petition for involuntary 
bankruptcy was filed in full satisfaction of that creditor’s 
claim would constitute an act of bankruptcy 
(N77L-2-32m) 195 
Avoidance
May be possible if the insolvent and the creditors can agree 
to form a creditor’s committee with the usual powers 
incidental to such an arrangement 
(M76L-3-43m) 37
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Bankruptcy (cont.)
Buyer of goods, sold with innocent misrepresentations, filed 
claim after seller became bankrupt and collected 20%, 
but within six months after petition was filed (and after 
discharge) seller inherited and buyer is entitled to 
recover a proportionate share of the inheritance up to 
the uncollected portion of his claim 
(N77L-2-23m) 193 
Client with rent priority will have his claim satisfied prior to 
those of general creditors even though the general 
creditors receive little or nothing 
(N76L-2-28m) 86 
Contingent claims which are not capable of liquidation or of 
reasonable estimate do not constitute a valid debt of a 
bankrupt which may be proved and allowed against the 
bankrupt’s estate (N77L-2-31m) 195 
Debts discharged by bankruptcy
Hospital bills (N76L-2-18m) 84 
Rent payments due which have accrued within three 
months of the filing of the petition in bankruptcy 
(N76L-2-18m) 84 
Wages earned more than three months prior to 
commencement of bankruptcy proceedings 
(N76L-2-18m) 84 
Debts not discharged by bankruptcy
Liability for breach of a fiduciary duty resulting from a 
fraud committed by the debtor-fiduciary 
(N76L-2-18m) 84 
Dividend (Percentage on the dollar) computation that each 
general creditor will receive (M77L-7) 145 
Judgments obtained as of the date of bankruptcy are 
legitimate claims against the bankrupt’s estate 
(property) (M76L-3-41m) 36 
Offense
Includes the action by an officer of a corporation, in
contemplation of a corporate bankruptcy proceeding, 
of concealing any property of the corporation 
(N77L-2-29m) 194 
Rights and priorities of various secured and unsecured 
creditors (M77L-7) 145 
Sole stockholder of corporation, which is short of cash and 
has defaulted on some current liabilities, loaned the 
corporation money to tide it over and obtained a note 
which is a provable and allowable claim against the 
bankrupt’s estate together with the claims of all other 
general creditors (N76L-2-19m) 85 
The purpose of reorganization in the form required by 
Chapter X, National Bankruptcy Act, is to permit a 
corporation to carry on its business instead of going 
through a normal bankruptcy proceeding thereby 
avoiding the economic waste and losses entailed in 
bankruptcy (N77L-2-30m) 194 
Wage earners have the first priority after administration costs 
(M76L-3-46m) 37
Barometer Company (M76PI-4) 9
Bauer, Mr. and Mrs. (N76PI-3) 56
Bicent Company (M76PII-5) 20
Birch Company (M76PI-5) 11
Bond Company (N77PII-5) 176
Bond investments 
See Investments
Bonding
See Fidelity bonds
Bonds payable 
See also Early extinguishment of debt 
See also Long-term debt
Bonds payable (cont.)
Converted
See Statement of changes in financial position 
Detachable stock purchase warrants
Computation of allocation of proceeds to warrants as
paid-in capital based on the relative fair market values 
at the time of issuance (N77PI-1-19m) 159 
Accounts and amounts credited in recording the sale of 
the bonds given face value of the bonds, selling price, 
market value of the bonds without warrants, and 
market value of the warrants (N76PII-1-3m) 62 
Interest reduces net earnings available to common 
(M77T-2-33m) 151 
Interest will affect total liabilities each year because it is a 
current liability each year (until paid)
(M77T-2-32m) 151 
Issuance
Audit procedures
To ascertain that the transaction was properly recorded 
trace the cash to the accounting records 
(N76A-1-12m) 73 
Review the minutes for authorization 
(N77A-1-15m) 180 
Theoretically should be reported at the present value of the 
principal plus the present value of the interest discounted 
at the effective interest rate for both principal and 
interest (M76T-1-8m) 43 
Trust indenture
Should contain issue date and maturity date 
(N76A-1-18m) 74 
Unamortized discount and call premium charged to a loss in 
year of extinguishment (M76PI-1-1m) 2
Bovar Company (N76PII-3) 68
Breakeven 
Assumption 
Inherent, simplifying
Do not include sales mix will change as fixed costs 
increase beyond the relevant range 
(N76T-2-25m) 94 
Include cost and revenues are predictable and linear over 
the relevant range, variable costs fluctuate 
proportionally with volume, and changes in 
inventory levels are insignificant 
(N76T-2-25m) 94 
Computation of contribution to profit before income taxes of 
one unit beyond the breakeven point with the number of 
units sold, total variable costs, and total fixed costs at the 
breakeven point given (N76PI-2-21m) 54 
Computation of number of units sold to realize a profit 
before income taxes of given percentage of sales with 
sales price per unit, variable costs per unit, and fixed 
costs total given (N76PI-2-20m) 53 
Computation of number of units that must be sold to realize 
a stated net income given the selling price, fixed costs, 
and contribution margin (M77PI-2-25m) 106 
Computation with selling price per unit, variable costs as a 
percentage of sales, and fixed costs amount given 
(N 76PI-M 9m ) 53 
Cost of sales
Computation given net sales, fixed costs, and increase in 
cost of sales for each unit increase in net sales 
(N77PI-2-22m) 159 
Determine the relative profitability of a product by 
determining the contribution margin per unit and 
projected profits at various levels of production 
(M77T-2-40m) 151 
Formula for computation of sales that will yield a profit of 
10% of the contribution margin 
(M76T-2-24m) 45
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Breakeven (cont.)
Net income
Computation given total present sales, variable costs, and 
fixed costs, and that sales increased 20% 
(M77PI-2-24m) 106 
Operating income if sales increase by 25%
Computation given selling price and an income 
statement showing present sales and expenses 
separated or separable into fixed and variable 
(N77PI-2-30m) 161 
Sales if fixed cost increase by given amount
Computation given fixed cost increase, selling price, and 
an income statement with present expenses separated 
or separable into fixed and variable 
(N77PI-2-31m) 161 
Sales price computation to yield 10% profit on given number 
of units (M76PII-5) 20 
Sales volume computation to yield 10% profit 
(M76PII-5) 20 
Two products with sales mix fixed
Computation of number of units of one of the
products to be sold at the breakeven point given 
total fixed costs, sales mix, and contribution 
margin per unit of each product 
(M77PI-2-26m) 106
Units
Computation given selling price and an income
statement with expenses separated or separable 
into fixed and variable (N77PI-2-29m) 161
Budgets 
See also Capital budgeting 
Accounts payable projected balance calculation 
(M76PI-2-24m) 5
Cash
Principal aim 
Insure sufficient funds are available at all times to 
satisfy maturing liabilities 
(N77A-1-33m) 183 
Cash collection planned during month calculation 
(M76PI-2-22m) 5 
Income calculation for a month (M76PI-2-23m) 5
Budgeting 
See Capital budgeting
Business combinations 
Additional criteria beyond the given information about a 
combination which must be met to qualify the 
combination as a pooling (M77T-3) 152 
Consolidated retained earnings
Computation (N77PII-5) 176 
Determination of whether to account for such as a pooling 
or purchase (M77T-3) 152 
Goodwill
Computation given percentage of ownership acquired, 
fair market value of the acquired company’s assets, 
and fair market value of the acquiring company’s 
stock given in exchange (N76T-1-9m) 93 
Computation (M76PII-1-6m) 14 
Minority interest 
Computation for two subsidiaries using “parent company 
theory” (N77PII-5) 176 
Permanent difference in accounting and tax depreciation 
because of different bases, the result of a combination 
treated as a purchase for accounting and as a tax-free 
exchange for tax (M76T-6) 47 
Pooling
Increase in stockholders’ equity (M76PII-1-9m) 14 
Journal entry on books of company issuing stock 
(N77PII-5) 177 
Mistakenly accounted for as a purchase
Business combinations 
Pooling (cont.)
Continuing company’s assets would be overstated if the 
fair value of the merged company’s assets 
exceeded their book value 
(M77T-1-15m) 148 
Net earnings would be understated if the merged 
company had earnings for year to the date of 
the merger (M77T-1-14m) 148 
Retained earnings 
Computation (N77PII-5) 176 
Combined retained earnings must be decreased if the 
par value dollar amount of the outstanding shares 
of the combined corporation exceeds the total 
capital stock of the separate combining companies 
and there is no contributed capital other than the 
capital stock at par value (M76T-1-13m) 43 
When combined as of July 1, the results of operations 
should be combined for the entire year and 
disclosed for the separate companies from 
January 1 to June 30 (M76T-1-6m) 42 
Purchase 
Goodwill
Computation (M76PII-1-6m) 14 
Specific criteria which would qualify or disqualify a 
given combination as being a pooling 
(M77T-3) 152
Butler Company (N76PII-4) 68
Capital and revenue expenditure distinction and its 
importance (M76T-3) 46
Capital budgeting
See also Cost of capital
See also Quantitative methods— Accounting (book-value) 
rate of return 
See also Quantitative methods— Payback 
See also Quantitative methods—Present value 
. Cost of capital
Definition (M77T-7) 153 
Weighted average approach
Directly affected by value of the common stock, cost 
of debt outstanding, and proposed mix of debt, 
equity, and existing funds used to implement the 
project (N77T-2-44m) 206 
Not directly affected by the current budget for 
expansion (N77T-2-44m) 206 
Acceptable project
Return on invested capital must at least equal the 
return on invested capital currently being 
generated by the company 
(N77T-2-43m) 206 
Financial accounting data not entirely suitable explanation 
(M77T-7) 153 
Maximum interest rate for capital without loss on an asset 
Computation involving interpolation given asset cost, 
estimated life, annual after tax net cash benefits at 
the end of each year, and the present value of an 
annuity of $1 at three interest rates for the 
estimated life (N76PI-2-32m) 55 
Nature and uses (M77T-7) 153 
Net cash benefits of an investment calculation 
(M76PI-2-30m) 6 
Net present value
Assumes funds are reinvested at the company’s cost of 
capital (N76T-2-32m) 95 
Net present value and time-adjusted rate of return 
Require use of a present-value table 
(N76T-2-24m) 95
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Commercial paper (cont.)
Check
Certified
Is the drawee bank’s signed engagement to honor it 
when presented (M76L-3-37m) 36 
Conditional
States that it is subject to the provisions of another 
agreement (M76L-3-42m) 37 
Drawee bank cashing materially raised checks, unless it 
can use the contributory negligence defense, normally 
must credit the drawer’s account for the overpayments 
and take action against endorsers based upon their 
breach of warranty that ther e were no material 
alterations (N76L-5) 89 
Drawer of check
Right to recover damages for loss from an agent for 
fraudulent misrepresentation of the quality of 
goods (N76L-5) 88 
Right to recover damages for loss from principal of an 
agent who fraudulently misrepresented the quality 
of goods (N76L-5) 88 
Drawer of materially raised checks may be able to recover 
amount by which check was raised from bank unless 
he was contributorily negligent by not properly 
safeguarding the check-imprinting machine 
(N76L-5) 89 
Embezzler, who materially altered checks made out to 
him, liable to whichever party bears the ultimate loss 
(N76L-5) 89 
Holder has right to treat either maker or accommodation 
co-maker or both as primarily liable 
(N77L-3-39m) 196 
Holder in due course
Able to collect the full amount of a check written as a 
result of fraudulent misrepresentation of the 
quality and capabilities of machinery 
(M76L-3-40m) 36 
Endorser of materially raised checks, unless contributory 
negligence defense is available, normally must lose 
credit at his own bank for the overpayments and 
take action against previous endorsers based upon 
their breach of warranty that there were no material 
alterations (N76L-5) 89 
Has rights against indorser even though the note was 
indorsed as an accommodation prior to its 
negotiation (N77L-3-40m) 196 
Holder will prevail against maker, because maker’s 
defense of failure of consideration is a personal 
defense not assertible against holder 
(N77L-3-35m) 195 
May enforce the instrument as completed where
fraudulently filled in for the wrong amount by the 
payee (M76L-3-35m) 36 
N o right against bank which validly obeyed its 
customer’s stop order (N76L-5) 88 
Not applicable
All defenses, real and personal, are assertible 
(M76L-3-39m) 36 
Where indorsement by payee is unsigned 
(M76L-3-39m) 36 
Only to extent of actual payments (in purchasing
another’s note payable) made prior to learning the 
note has been obtained originally by fraudulent 
misrepresentations, whether additional payments 
under contract are made or not 
(M77L-2-17m) 138 
Valid claim against drawer of check even though check 
was originally obtained by fraudulent 
misrepresentation (N76L-5) 88 
Holder of note can collect from maker only the amount 
holder paid for the note prior to learning of 
nondelivery of goods which were the consideration for 
the note (N77L-3-36m) 195
Commercial paper (cont.)
In evaluating the extent to which value had been given 
by a bank holder in due course, the FIFO rule will 
apply to checks or notes deposited and the proceeds 
withdrawn (N77L-3-37m) 196 
Illustrated document allowing payment at a discount prior 
to due date still meets all requirements of being 
negotiable (M77L-2-19m) 138 
Illustrated instrument is a negotiable foreign check 
(draft), and in the event of dishonor a formal 
protest must be made by the party seeking recovery 
(M77L-2-20m) 139 
Indorsement
Assumes potentially greater liability to subsequent 
transferees than if transfers by mere delivery 
(M77L-2-25m) 140 
Restrictive
Cannot preclude further transfer or negotiation 
although it purports to do so 
(M77L-2-21m) 139 
“For deposit only” does not prevent further 
negotiation (M77L-2-18m) 138 
Unsigned
Leaves indorsee subject to all defenses both real and 
personal (M76L-3-39m) 36 
“Without recourse” modifies but does not completely 
eliminate the indorser’s warranty liability to 
subsequent holders (M77L-2-26m) 140 
Maker of check liable despite fact that the payee is a
fictitious person and the indorsement of the fictitious 
name by an employee of the maker is considered a 
forgery (N77L-3-43m) 197 
Negotiability
Non-negotiable if it is payable only upon the happening 
of an event which is uncertain as to the time of 
occurrence (M76L-3-33m) 35 
Trade acceptance
Where orders to pay ten days after acceptance and 
not yet accepted, no one presently has primary 
liability on the instrument (M76L-3-36m) 36 
Uncertified checks must usually be presented within 30 
days after issue if it contains no agreement about a 
delayed presentment (N77L-3-33m) 195
Commitments
See Purchase commitments
Company and auditor disagree
See Financial statements— Company and auditor disagree
Composite life
Computation given cost, salvage, and estimated lives of 
three assets and that depreciation is on the 
straight-line method (N77PII-1-5m) 168
Compound interest
See also Quantitative methods 
Computation (M76PI-1-2m) 2
Computer service center 
See Electronic data processing
Confirmations 
Accounts payable 
Advisable
Creditor statements are not available and internal 
accounting control over accounts payable is 
unsatisfactory (M77A-3-54m) 130 
Audit procedures in selecting accounts 
(M76A-4) 29 
When to use though not required (M76A-4) 29 
Accounts receivable
Identification and description of the two forms and 
indication of factors which should be considered 
in determining when to use each (M77A-4) 131
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Capital budgeting (cont.)
Superior to payback because they consider the time 
value of money (N77T-2-37m) 206 
Payback (payout) and net present value basic differences 
(M77T-7) 153 
Payback period 
Calculation (M76PI-2-31m) 6 
Computation given cost of machine, useful life,
depreciation method, no salvage, annual net cash 
inflow (before income taxes), and the tax rate 
(N76PI-2-29m) 54 
Present value
Net cash benefits calculation (M76PI-2-32m) 6 
Replace or continue operating present equipment 
Computation schedules of net initial outlay before 
income taxes and net present value of investment 
before income tax and recommendation 
(M77PII-4) 120 
Sensitivity analysis
Quantifies the amount that an assumed factor used in 
evaluating a project could be varied and still 
produce acceptable results (N77T-2-38m) 206 
Technique used to deal with a range of possibilities 
(N76T-2-33m) 95
Capital in excess of par value 
Balance
Computation given issuances of stock at different 
premiums, purchase of treasury stock at a price 
below par, sale of the treasury stock above cost, and 
that the par value method is used to record treasury 
stock (N77PII-1-8m) 169
Capital stock 
Stock dividend
Auditor should determine that shares issued do not 
exceed the authorized but previously unissued 
shares (M76A-3-53m) 28
Capital surplus
See Capital in excess of par value
Capitalization policy 
Building
Painting cost capitalization error most likely discovered 
by reviewing the titles and descriptions for all 
construction work orders issued during the year 
(M76A-3-56m) 28
Carryforward
See Operating loss carryforward
Cash
Audit procedures 
Bank reconciliations
Procedures to obtain satisfaction for each item on 
given reconciliations (M77A-5) 132 
Cash disbursements journal
Charge in the subsequent period to notes receivable 
should alert the auditor to the possibility that a 
contingent liability has become real and has been 
settled (N76A-3-44m) 77 
Computation given sales and percentage collected, 
disbursements for costs and expenses, for income 
taxes, for fixed assets, and for payment of short-term 
borrowings, proceeds from issuance of stock, and from 
short-term borrowings (M77PI-2-22m) 106 
Received from issuance of bonds 
Audit procedures 
To ascertain that the transaction was properly 
recorded trace the cash to the accounting 
records (N76A-1-12m) 73
Cash basis 
Audit
Must ascertain that there is proper disclosure of the fact 
that the cash basis has been used, the general nature 
of material items omitted and the net effect of such 
omissions (N76A-1-19m) 74 
Cash disbursements estimated from operations given 
sales, gross profit rate, change in accounts payable, 
increase in inventory, and other expenses (including 
depreciation amount and uncollectible accounts 
percentage of sales) (N76PI-2-36m) 55 
Cash receipts estimated from operations given sales, 
increase in trade accounts receivable, and estimated 
uncollectible accounts as a percentage of sales 
(N76PI-2-35m) 55
Cash budgets 
See Budgets
Cash disbursements journal 
See Cash
Cash flow
Annually from operations
Computation given new machine cost, straight-line
depreciation over ten years, full year’s depreciation 
in first year, accounting (book value) rate of return 
on the initial increase in required investment, and 
uniform cash inflow (N77PI-2-21m) 159
Cash receipts and disbursements
Cash disbursements estimated from operations given 
sales, gross profit rate, change in accounts payable, 
increase in inventory, and other expenses 
(including given depreciation amount and 
uncollectible accounts percentage of sales) 
(N76PI-2-36m) 55 
Cash receipts estimated from operations given sales, 
increase in trade accounts receivable, and estimated 
uncollectible accounts as a percentage of sales 
(N76PI-2-35m) 55
Celebration, Inc. (M76PII-5) 20
Century Company (N76PII-5) 69
Change of auditors
Steps new auditor should take before accepting the 
engagement (M76A-5) 29
Changes in working capital elements 
Schedule preparation (M76PII-4)
Clarkin Company (M77PI-4) 110
19
Client and auditor disagree 
See Financial statements- -Company and auditor disagree
Coefficient of correlation 
See Quantitative methods- -Correlation
Cole Company (N77PII-5) 176
Commercial paper
A drew a sight draft on B, a customer who owed A, 
payable to the order of C, one of A ’s creditors, and 
B assumed primary liability at the time of acceptance 
(N77L-3-34m) 195 
Accommodation party
Has a right of recourse against the party he accommodated 
(M76L-3-34m) 35 
Bank has no liability to holder in due course for not 
cashing check in accordance with customer’s stop 
payment order (N77L-3-38m) 196
220
Confirmations
Accounts receivable (cont.)
Impracticable or impossible 
Best alternative procedure
Examine subsequent receipts of year-end accounts 
receivable (N77A-1-41m) 184 
Satisfactory response received
Procedures to evaluate collectibility 
(M77A-4) 131 
Capital stock registrar and/or transfer agent, or both, 
confirm the number of shares of each class of stock 
issued and outstanding at the balance sheet date 
(N76A-1-9m) 73 
Considered more reliable than internal or telephone 
evidence (M77A-1-4m) 124 
Negative
Not useful when a substantial number of accounts are 
in dispute, internal control over accounts receivable 
is ineffective, or the auditor believes that recipients 
of the requests are unlikely to give them 
consideration (N76A-1-4m) 72 
Useful when client records include a large number of 
relatively small balances (N76A-1-4m) 72 
Receivables
Should schedule at an interim date if internal control 
over receivables is good (N76A-3-49m) 78 
Standard bank cash confirmation form
Requests maturity date of a direct liability, description of 
collateral for a direct liability, interest rate of a 
direct liability, but not the principal amount paid on 
a direct liability (M76A-1-9m) 23 
With client’s commodity traders to determine existence of 
open commodity futures contracts at year end 
(M77A-2-30m) 127
Conflict of interest 
Employee of client 
Action of auditor upon discovery
Conservatism
Lower-of-cost-or-market
(M76A-5) 29
(M76T-1-4m) 42
Consolidated financial statements 
See also Business combinations 
Consolidated balance sheet
Cost and accumulated depreciation continued as owned 
by parent on equipment sold by parent to 
wholly owned subsidiary with no change in 
depreciation method, life, or salvage value 
(M76PII-1-4m) 13 
Goodwill
Computation upon acquisition of company for 
$600,000 more than net assets with a net of 
$50,000 allocable to assets 
(M77PI-1-5m) 103 
Preparation involving intercompany receivables and 
payables, intercompany profit in inventories, and 
excess of cost over book value (assigned, 
considering adjustment necessary to other assets, to 
fixed assets, long-term debt, and goodwill and 
amortized from each) (N77PI-3) 163 
Retained earnings is that of parent 
(M77PI-1-6m) 103 
Consolidated income statement
Computation of income taxes relating to a foreign 
subsidiary (M76PI-1-11m ) 3 
Consolidated net income
Computation given parent’s interest and net income, 
subsidiary’s net income, and intercompany interest 
and dividends (M76PI-1-10m) 3 
Independent auditor’s first concern
Whether he can serve as the principal auditor and report 
as such (N77A-1-20m) 181
Consolidated financial statements (cont.)
Intercompany sale of equipment
Cost and accumulated depreciation continued as before 
the sale (M77PI-1-3m) 102 
Minority interest
Computation for two subsidiaries using “parent company 
theory” (N77PII-5) 176 
Net income
Consolidated equals parent’s (N76T-1-21m) 94 
Pooling
Consolidated stockholders’ equity section end of first 
year (M77PI-4) 110 
Retained earnings
Computation (N77PII-5) 176 
Pooled
Computation (N77PII-5) 176 
Stockholders’ equity section end of first year 
Pooling (M77PI-4) 110 
Theoretical justification
In form the companies are separate; in substance one 
entity (M77T-1-17m) 149 
Theory in terms of both substance and form 
(N76T-3) 96 
Work sheet to prepare a consolidated statement of retained 
earnings and a consolidated balance sheet 
(N76PII-4) 68
Consolidated income statements
See Consolidated financial statements
Consolidated net income
See Consolidated financial statements
Consolidated retained earnings
Computation (N77PII-5) 176
Consultation and research with others is an appropriate part 
of the professional conduct of the engagement 
(N77A-1-58m) 186
Contingencies
Discussion of how the two basic requirements for the accrual 
of a loss contingency (probability of loss and reasonable 
estimation) relate to periodicity (time periods), 
measurement, and objectivity (N77T-6) 208 
Discussion of the accrual and/or type of disclosure 
necessary (if any) and the reason(s) why such 
disclosure is appropriate for each of three 
independent sets of facts given (N77T-6) 208
Loss
Should affect net earnings if probable and amount can be 
reasonably estimated (M77T-2-30m) 150 
Probable litigation losses of reasonably determinable 
amounts should be charged to income when both 
those determinations can be made 
(N77PI-1-4m) 156
Contingent liabilities
A charge in the subsequent period to notes receivable from 
the cash disbursements journal should alert the auditor 
to the possibility that a contingent liability has 
become real and has been settled 
(N76A-3-44m) 77 
Audit procedures
Abstracting the minutes of the meetings of the board of 
directors (N77A-1-50m) 185 
Confirming pending legal matters with the corporate 
attorney (N77A-1-50m) 185 
Not very effective
Examining confirmation letters from customers 
(N77A-1-50m) 185 
Reviewing the bank confirmation letters 
(N77A-1-50m) 185
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Basic distinction between bilateral and unilateral according 
to common law 
Only one promise involved when contract is 
unilateral (N76L-3-38m) 87 
Consideration
Generally requires a bargained exchange 
(M76L-1-7m) 32 
Must be based upon a legal obligation as contrasted 
with a moral obligation (N76L-3-36m) 86 
None required for contract for sale of goods, even
though consideration was given (M76L-5) 38 
Promise to buy “entire requirements for a year” from a 
supplier is consideration (M76L-5) 39 
Consideration provided by both parties
One of CPA’s major concerns in examination of 
statements (N76L-1-34m) 86 
Counteroffer
Does not create a contract (M76L-1-6m) 32 
Covenant not to compete
Valid if reasonable as to area and time 
(M77L-3-35m) 14]
Defenses
Statute of frauds
If the sold goods worth more than $500 are fungible 
and actively traded by merchants in the business 
community (N76L-1-5m) 82 
Delivery several days before date specified
Missing attachments made shipment not conform 
Buyer notified rejection
For maximum legal advantage seller’s most
appropriate action is to notify buyer promptly 
of his intention to cure the defect and make a 
conforming delivery by the original delivery 
date specified (N76L-1-9m) 83 
Distinction between covered and not covered by Uniform 
Commercial Code 
Basically whether the subject matter involves the
purchase or sale of goods (N76L-3-35m) 86 
Enforceable even if the party seeking to avoid
performance alleges and proves extreme hardship 
(N76L-3-37m) 86 
Executory
When any of the obligations remain to be performed 
(M76L-1-1m) 32
Fraud
Deliberate misrepresentation of material facts makes a 
contract voidable (M76L-1-14m) 33 
Implied warranties of merchantability and fitness for a 
particular purpose may prevail in used car fact 
situation (N77L-7) 200 
Indefiniteness
Contract for sale does not fail even though for “entire 
requirements of candy for one year”
(M76L-5) 39 
Installment purchase
Repossessed because (in error) thought in default 
Purchaser can sue either or both employee who 
repossessed or seller (employer) for damages, 
but can collect only once (M77L-2-24m) 139 
Legal issue posed by given fact situation revolve around 
whether portrait was rejected as not satisfactory in 
good or bad faith (N77L-4) 799 
Modification
Agreement to modify contract for sale of goods requires 
no consideration, even though consideration was 
given (M76L-5) 38 
Need not be in writing if the contract is not within the 
Statute of Frauds (M76L-5) 38 
Nonperformance
Severe financial hardship as result of drastic rise in costs 
is not sufficient to provide a legal excuse 
(M76L-5) 39
Contracts Contracts (cont.)
Novation
Buyer of house agreed to pay existing mortgage and 
mortgagor released original mortgagee 
(N76L-3-40m) 87
Offer
Acceptance
Generally effective when dispatched by the offeree, 
unless the offer specifies otherwise 
(M76L-1-4m) 32 
Generally effective when received (M76L-1-3m) 32 
May be revoked at will until accepted 
(M76L-1-8m) 32
Option
Written option to buy land generally cannot be revoked 
before acceptance if the offer is supported by 
consideration from the offeree 
(M76L-1-10m) 33 
Parol evidence rule
Applies to a contemporaneous oral understanding of the 
parties which contradicts the terms of a written 
contract intended as the final expression of the 
agreement between the parties (N76L-1-6m) 83 
Not applicable to a subsequent oral modification of a 
written contract (M76L-5) 38 
Prohibits contradiction of a written contract through a 
previous oral contract (M77L-3-33m) 141 
Prohibits contradiction of written contract by prior or 
contemporaneous oral agreements 
(M76L-5) 38 
Price maintenance agreement is illegal 
(N77L-3-45m) 197 
Remedies 
Specific performance
Available where the subject matter is land 
(M76L-1-2m) 32 
Sale of goods 
C.I.F.
Price includes cost of the goods, freight, and insurance 
(M77L-3-48m) 142 
F.O.B. place of destination
Seller bears risk and expense of delivery to destination 
(M77L-3-47m) 142 
F.O.B. the place of shipment
Seller bears risk and expense of delivery to carrier 
(M77L-3-46m) 142 
Implied warranty of merchantability
Excluded by seller by oral statement which mentions 
merchantability (M77L-3-45m) 142 
Sale on approval
Upon delivery neither risk of loss nor title pass to buyer 
(M77L-3-42m) 142 
Seller repudiates his contract for sale of 100 radios
Buyer can “cover,” i.e., procure the goods elsewhere and 
recover the difference (N76L-1-7m) 83 
Statute of frauds 
Not applicable
Dollar amount is less than $500 after modification 
(M76L-5) 38 
Purpose to render agreements unenforceable unless they 
are written (M76L-1-5m) 32 
Statute of limitations
Normally commences (begins to run) from the date of 
the breach (N76L-3-45m) 87 
Surviving corporation in merger assumes contract
obligations of absorbed corporation, which ordered 
shoes from manufacturer and cancelled order after 
they were cut, therefore seller may reasonably complete 
production and attempt to sell, as he did, and sue for 
contract price if can’t reasonably find a buyer 
(N77L-7) 200
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Title warranties provided by seller (sold stolen car in fact 
situation given) under UCC unless excluded by 
specific language that he does not claim title 
(N77L-7) 200 
Various statements of used car salesman to trusting buyer 
with little knowledge of cars may well constitute a 
warranty (N77L-7) 200 
Voidable 
Fraud
Created by intentional false representation of a
material fact with intent to deceive the party who 
relied on the representation to his detriment 
(M77L-3-34m) 141 
Within common law rules but not covered by the Uniform 
Commercial Code 
Employment contract with a set period of eighteen 
months (N76L-3-33m) 86 
Written
Oral agreement to modify unenforceable under the 
statute of frauds (M77L-3-43m) 142
Contributed capital 
Other
See Capital in excess of par value
Corporate readjustment 
See Quasi-reorganization
Corporations
See also Earnings per share 
See also Stock option plan 
See also Treasury stock 
Board of directors
May act without a meeting if written consent setting 
forth the action so taken is signed by all of them, 
unless otherwise provided by a corporation’s 
articles of incorporation or by-laws 
(M76L-2-21m) 34 
Dividends 
Cash
May not be paid if insolvent or payment would 
render it so
Insolvent, for this purpose, means unable to pay 
debts as they become due in the usual course of 
business (M77L-1-15m) 138 
May be paid except when insolvent (M76L-2-20m) 34 
Federal income tax consequences for issuers and
purchasers of issuing preferred stock instead of debt, 
assuming purchasers are both corporations and 
individuals (N77L-6) 199 
Issuance of stock 
Consideration 
May be
Intangible property 
Services performed for the corporation 
Tangible property (M77L-1-12m) 137 
May not be services to be performed for the 
corporation (M77L-1-12m) 137 
Stated capital to extent of par, and any excess is 
capital surplus (M77L-1-10m) 137 
Merger and consolidation
Major legal procedures which must be met to 
accomplish either (N76L-4) 88 
Meanings of terms with particular emphasis on the legal 
difference
In merger the acquiring corporation survives, while in 
consolidation both corporations dissolve into a 
new corporation (N76L-4) 88 
Power to create and issue the number of shares of stock 
stated in its articles of incorporation 
(M76L-2-17m) 33 
Preferred non-cumulative
Directors may have abused discretion and violated
Contracts (cont.) Corporations
Preferred non-cumulative (cont.)
Securities Exchange Act Rule by not declaring 
earned dividends on preferred in order to depress 
the market of the preferred which board members 
have been quietly accumulating (N76L-4) 88 
Private placements and intrastate offerings are exempt 
from SEC registration requirements and are 
alternative methods of selling preferred stock 
(N77L-6) 199 
Promoters bought stock below par 
Corporation in bankruptcy
Creditor has right to collect difference between par
and price paid even though he had knowledge that 
less than par was paid, but no rights against 
subsequent good faith purchasers of that stock 
(N76L-4) 88 
Redemption of stock
May not when insolvent or the redemption would render it 
so (M77L-1-11m) 137 
Some doubt as to whether that is a corporation as a 
result of irregularities in the incorporation process, 
commingling personal funds, disregard of corporate 
legal requirements (N77L-6) 199 
Stated capital
Total equals total par value (M76L-2-22m) 34 
Stock
Consideration may be services (M76L-2-19m) 34 
No-par may be issued for such consideration (in dollars) 
as may be fixed by the board of directors 
(M76L-2-18m) 34 
Stock dividend
Declared but not issued
Classification in statement of financial position 
(M76T-7) 48 
Stock split effected in the form of a dividend 
(M76T-7) 48 
Stock split
Meaning of effected in the form of a dividend 
(M76T-7) 48 
Stockholders’ equity
General categories and specific sources in each 
(M76T-7) 48 
Stock dividend
Accounting differences between ordinary stock dividend 
and stock split effected in the form of a dividend 
(M76T-7) 48 
Stock split
Accounting differences between ordinary stock dividend 
and stock split effected in the form of a 
dividend (M76T-7) 48
Correlation
See Quantitative methods
Cost
Opportunity
A vital part of decision making but omitted from
conventional accounting (N76T-2-27m) 95
Cost accounting 
Absorption costing 
Net earnings
Difference as opposed to direct costing
Ending inventory exceeds beginning inventory 
Direct costing net earnings will be lower 
(N77T-2-32m) 205 
Lower than direct costing 
LIFO inventory
Sales exceeded production 
(N77T-2-41m) 206 
Reconciled to net earnings of direct costing 
Compute difference between fixed costs in
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Cost accounting 
Absorption costing 
Net earnings (cont.)
beginning and ending inventories and any 
deferred over or underapplied fixed factory 
overhead (N77T-2-31m) 205 
Net income below that of direct costing if units sold 
exceed units produced (N76T-2-28m) 95 
Net income under absorption costing will exceed net 
income under direct costing when production 
exceeds sales (N76PI-2-26m) 54 
Projected income statement (M76PII-5) 20 
Absorption costing compared to direct costing
Projected income statements (M76PII-5) 20 
Breakeven analysis 
See Breakeven 
Common process produces two products
Factor that determines whether joint products or one 
principal and one by-product 
Relative total sales value (N77T-2-42m) 206 
Direct costing
Contribution margin
Excess of revenues over variable costs 
(N77T-2-30m) 205 
Fixed cost
Basic assumption
Period cost (N77T-2-29m) 205 
Fixed costs excluded from inventory and difference as 
compared with absorption costing would be a lower 
valuation equaling the fixed cost per unit 
multiplied by the number of units in inventory 
(N76PI-2-25m) 54 
Net earnings
Difference as opposed to absorption costing 
Ending inventory exceeds beginning inventory 
Direct costing net earnings will be lower 
(N77T-2-32m) 205 
Higher than absorption costing 
LIFO inventory 
Sales exceeded production 
(N77T-2-41m) 206 
Reconciled to net earnings of absorption costing 
Compute difference between fixed costs in
beginning and ending inventories and any 
deferred over or underapplied fixed factory 
overhead (N77T-2-31m) 205 
Net income exceed that of absorption costing if units
sold exceed units produced (N76T-2-28m) 95 
Net income under absorption costing will exceed net 
income under direct costing when production 
exceeds sales (N76PI-2-26m) 54 
Only variable production costs are product costs 
(M76T-2-23m) 45 
Projected income statement (M76PII-5) 20 
Special order
Operating below capacity
Computation of increase in income by accepting 
annual unit capacity, total variable costs at 
capacity, number of units in special order, 
regular selling price, and discount rate for 
the special order (N77PI-2-38m) 162 
Direct costing compared to absorption costing
Projected income statements (M76PII-5) 20 
Economic order quantity 
See Quantitative methods 
Equivalent units of production applies to process costing 
but not to job-order costing (M77T-2-39m) 151 
Fixed cost
May change in total where such change is unrelated to 
changes in production (M76T-2-21m) 44 
High-low point method
Fixed cost computation (N76PI-2-31m) 55
Joint costs
Allocation on relative-sales-value approach
Utilizes final sales price minus costs beyond split-off 
point by product (N76PI-2-24m) 54 
Allocation to products 
Computation of total costs of one product given 
physical measures (units produced) approach, 
number of units produced of each product, joint 
costs, and additional costs if processed further 
(N77PI-2-27m) 160 
Computation of total costs of one product given the 
relative-sales-value at split-off approach, sales 
values at split-off, joint costs, and additional 
costs if processed further 
(N77PI-2-28m) 160 
Irrelevant in decision to sell (at split off) or process 
further (M77T-2-34m) 151 
Joint process 
Refining process 
Two salable products from the refining of one ore 
(N77T-2-39m) 206 
Joint products
Sell (at split off) or process further 
Joint cost is irrelevant to the decision 
(M77T-2-34m) 151 
Sell or process further calculation and decision 
(M76PI-2-35m) 7 
Make or buy 
Compare cost of manufacturing to cost of buying 
(M77T-2-35m) 151 
Relevant costs 
Computation involving $5,000 additional cost to buy 
a part rather than make, $20,000 of inescapable 
fixed costs if buy, and savings of $40,000 in 
producing another part by diverting the productive 
facilities presently utilized in making 
(N77PI-2-36m) 162 
Opportunity cost 
A vital part of decision making but omitted from
conventional accounting (N76T-2-27m) 95 
Process-cost 
Cost of production report for two departments 
(N76PII-3) 67 
Equivalent units
Computation for transferred in, materials, and 
conversion using weighted-average 
(M77PI-2-36m) 108 
Conversion costs 
Computation on FIFO and weighted-average methods 
to determine difference (N77PI-2-35m) 162 
Cost per for conversion costs using weighted-average 
(M77PI-2-37m) 108
FIFO
Material added at the beginning of a process
Total equivalent units for material for this process 
during this period are equal to the units started 
this period in this process 
(M76T-2-31m) 45 
Materials and conversion costs calculation 
(M76PI-2-25m) 6 
FIFO differs from weighted average
FIFO considers the stage of completion of 
beginning work-in-process inventory in 
computing equivalent units, but weighted 
average does not (N77T-2-40m) 206 
Quantity of production report for two departments 
(N76PII-3) 67 
Standard costs
Actual equivalent units multiplied by the standard cost 
per unit used in the cost report at standard 
(M76T-2-30m) 45
Cost accounting (cont.)
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Cost accounting 
Process-cost (cont.)
Total costs transferred to next department 
Computation (N77PI-2-34m) 162 
Transferred-in costs
Cost of the production of a previous internal process 
that is subsequently used in a succeeding internal 
process (N77T-2-33m) 205 
Similar to material added at the beginning of the process 
(N76T-2-24m) 94 
Work-in-process inventory
Percentage-of-completion error resulted in assigning 
a lower percentage-of-completion to each 
component of the inventory than actually 
was the case 
Resultant effect was to understate the total 
equivalent units, overstate costs per 
equivalent unit, and overstate costs 
assigned to goods completed during the 
period (N77T-2-34m) 206 
Restated in terms of completed units 
(N76T-2-23m) 94 
Product costs
Direct (variable) costing
Only variable production costs (M76T-2-23m) 45 
Relevant costs 
Computation involving $5,000 additional cost to buy a 
part rather than make, $20,000 of inescapable fixed 
costs if buy, and savings of $40,000 in producing 
another part by diverting the productive facilities 
presently utilized in making (N77PI-2-36m) 162 
Shipbuilding
Likely to employ job order system 
(N77T-3-35m) 206 
Standard costs
Actual direct-labor rate computation (N76PII-3) 68 
Actual hours worked computation (N76PII-3) 68 
Actual quantity of raw materials used (in pounds) 
computation (N76PII-3) 68 
Actual total overhead computation (N76PII-3) 68 
Can pinpoint responsibility and help motivate employees 
(M76T-2-35m) 46 
Computation of actual direct-labor rate given total payroll 
and actual direct-labor hours 
(M77PI-2-32m) 107 
Computation of standard direct-labor rate given total 
payroll, favorable direct-labor rate variance, and 
actual direct-labor hours (M77PI-2-33m) 107 
Currently attainable
Labor costs that should be incurred under forthcoming 
efficient operating conditions 
(N76T-2-30m) 95 
Management by exception (M76T-2-32m) 45 
Purpose
Control cost (M77T-2-36m) 151 
Standards
Define fixed (basic), ideal and attainable standards 
(N77T-3) 207 
Discussion of variable costs, fixed factory overhead and 
related variances in relation to disclosure with 
respect to acquisition and utilization within a 
manufacturing process (N77T-3) 207 
Relationship to cost accumulation procedures 
(N77T-3) 207 
Standard hours allowed computation 
(N76PII-3) 68 
Standard quantity of raw materials allowed (in pounds) 
computation (N76PII-3) 68 
Variance analysis
See Cost accounting— Variance analysis 
Sunk costs
Irrelevant for current decision making 
(M76T-2-25m) 45
Cost accounting (cont.)
Underapplied overhead resulting from unanticipated price 
increases preferably should be written off by increasing 
cost of goods sold, work-in-process inventory, and 
finished goods inventory (M76T-2-33m) 46 
Variable costing
See also Cost accounting— Direct costing 
Only variable production costs are product costs 
(M76T-2-23m) 45 
Variable costs 
Special order
Operating below capacity
Computation of increase in income by accepting 
annual unit capacity, total variable costs at 
capacity, number of units in special order, 
regular selling price, and discount rate for the 
special order (N77PI-2-38m) 162 
Variance analysis
Computation of actual direct-labor rate given total payroll 
and actual direct-labor hours 
(M77PI-2-32m) 107 
Computation of standard direct-labor rate given total 
payroll, favorable direct-labor rate variance, and 
actual direct-labor hours (M77PI-2-33m) 107 
Labor-efficiency variance
Debit balance indicates that actual hours exceed 
standard hours (N76T-2-31m) 95 
Price variance
Difference between actual and standard price multiplied 
by actual quantity (M77T-2-37m) 151 
Schedule computing material price and usage, labor rate 
and usage, and a factory overhead four-variance 
method with indication of whether each is favorable 
or unfavorable (N77PII-3) 173 
Standard hours allowed
Measure of actual output at standard hours 
(M77T-2-38m) 151 
Variances given utilized in computations of standard and 
actual amounts (N76PII-3) 68 
Volume variance
Based on fixed overhead application rate 
(N76T-2-29m) 95 
Zero when standard hours allowed for good output 
equals the predetermined normal activity level 
used in determining the fixed-overhead application 
rate (M76T-2-34m) 46
Cost of capital
See also Capital budgeting
Return on an investment that should leave the market price 
of the firm’s stock unchanged (M76T-2-22m) 44
Cost of goods available for sale
Computation given cost of goods sold relationship to selling 
expenses, selling expenses, and ending inventory 
(M77PI-1-13m) 115
Cost-volume-earnings analysis 
See Breakeven
Coupons unredeemed liability computation 
(N 76PIM -4m ) 63
CPA firm can legally accept a competing company in the same 
industry as another of its clients (N76L-1-2m) 82
Crystal Company (N77PI-4) 164
Current assets
Computation of amount involving consignor carrying 
consigned merchandise at selling price 
(N76PII-1-14m) 64
Current value 
Measures
Replacement cost, exit value, and discounted cash flow 
(M77T-1-9m) 148
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Cutoff
Sales
Computation of effect on income of required adjustment 
(M76A-2-39m) 26
D
Dahlia Company (M76PI-5) 10
Debt issued with stock purchase warrants 
See Bonds payable
Decision making 
Joint products
Sell (at split off) or process further 
Joint cost is irrelevant to the decision 
(M77T-2-34m) 151 
Make or buy 
See also Cost accounting 
Relevant costs
Computation involving $5,000 additional cost to buy a 
part rather than make, $20,000 of inescapable 
fixed costs if buy, and savings of $40,000 in 
producing another part by diverting the productive 
facilities presently utilized in making 
(N77PI-2-36m) 162 
Net profit from total operations
Computation schedule for each of three alternatives after 
closing certain operations; merely closing those 
operations; expanding another operation; negotiation 
of a long-term contract on a royalty basis with a 
competitor (M77PII-4) 119 
Raise funds by issuing bonds or cumulative preferred 
Interest affects the total liabilities (through current 
liabilities) each year while dividends do not 
(M77T-2-32m) 151 
Net earnings available to common reduced by interest and 
preferred dividends (M77T-2-33m) 151 
Replace or continue operating present equipment
Computation schedules of net initial outlay before income 
taxes and net present value of investment before 
income tax and recommendation 
(M77PII-4) 120 
Special order
Operating below capacity
Computation of increase in income by accepting annual 
unit capacity, total variable costs at capacity, 
number of units in special order, regular selling 
price, and discount rate for the special order 
(N77PI-2-38m) 162
Deferred income tax
See also Federal income tax—Allocation 
Nature and classification in a statement of financial 
position (M76T-6) 47
Deferred tax expense
See Federal income tax— Allocation
Depreciation
Accelerated
Minimizes purchasing power differences of the dollar of 
sales and the dollar of expenses in periods of inflation 
(N77T-1-4m) 202 
Theoretical support
Assets more efficient in early years and initially 
generate more revenue (M77T-1-12m) 148 
Based on number of units produced would be variable 
(N76T-2-26m) 94 
Based on past input exchange price (N76T-1-1m) 92
Composite life
Computation given cost, salvage, and estimated lives of 
three assets and that depreciation is on the straight- 
line method (N77PII-1-5m) 168 
Definition (M76T-3) 46 
Double-declining-balance
Computation of 1975 amount for asset purchased in
mid-1974 with one-half year’s depreciation taken in 
1974 (N76PII-1-16m) 65 
Factors relevant in determining annual amount and whether 
objective or judgmental (M76T-3) 46 
Graph
Straight-line
Horizontal (N76T-1-14m) 93 
Sum-of-the-years-digits
Sloping down to the right (N76T-1-14m) 93 
Permanent difference in accounting and tax because of 
different bases, the result of a business combination 
treated as a purchase for accounting and as a tax-free 
exchange for tax (M76T-6) 47 
Statement of changes in financial position
Shown under sources usually because it reduces reported 
net income but does not involve an outflow of funds 
as do usual expenses, and must be added back to 
reported net income to determine the funds provided 
by operations (M76T-3) 46 
Straight-line
Computation given purchase price, freight-in, installation 
cost, testing costs prior to regular operation, salvage, 
useful life, and accessories cost added in third year 
(N77PII-1-9m) 169 
Computation involving improvement and extension of life 
(M76PII-1-7m) 14
Development stage enterprises 
Financial statements
Conform GAAP of operating enterprises with certain 
additional disclosures (M77T-2-31m) 150
Dexter Hospital (N77PII-4) 174
Direct costing
See Cost accounting
Disagreement between company and auditor as to financial 
statements
See Financial statements—Company and auditor disagree
Disclaimer
See Auditor’s report— Opinion
Disclosure
Client declines to disclose essential data in the statements 
Auditor should provide the necessary information in the 
auditor’s report and appropriately qualify 
(N76A-2-38m) 76
Disclosure of supplemental financial information by diversified 
companies 
See Financial reporting for segments
Discontinued operations 
Gain or loss on disposal
Earnings statement reporting
After continuing operations and before extraordinary 
items (N77T-1-18m) 204 
Involved in preparation of income statement 
(N76PII-5) 69 
Loss on disposal of subsidiary
Computation given loss on sale, operating loss expected 
for three months after contract of sale, and tax 
savings (provision for losses made in year of contract 
of sale rather than later effective date) 
(M77PII-1-1m) 113
Depreciation (cont.)
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Dividends
See also Stock dividends
Computation involving fully participating cumulative 
preferred and common (M76PII-1-1m) 13 
Do not accrue on cumulative preferred stock 
(M77PI-5) 111 
From investment in common stock
Loss taken from carrying value to market value as of 
date of declaration (M77PII-1-5m) 114 
In arrears
Shown in footnote in balance sheet 
(N76T-1-12m) 93
E
Early extinguishment of debt 
Based upon assumption
Any gain or loss reflects a change in the market rate of 
interest which should be recognized in the period 
of extinguishment (N77T-1-14m) 204 
Bonds payable
Gain computed by amortizing premium to date, and 
(because one-half the bonds were retired) adding 
one-half the remaining premium to the difference 
between the face of the bonds and the discounted 
price to obtain them (M77PII-1-3m) 113 
Loss computation on retirement involving amortization of 
bond discount by effective interest method to date 
of retirement on an interest date and write-off of 
remaining discount as a loss plus the premium paid 
for retirement (N76PII-1-12m) 64 
Unamortized discount and call premium charged to a 
loss (M76PI-1-1m) 2
Earnings per share 
Common stock equivalents
Inherent justification underlying the concept 
Substance over form (M77T-2-26m) 150 
Preferred yield at issuance sixty percent of bank prime 
interest rate (N77T-1-22m) 204 
Complex capital structure
Theory in terms of both substance and form 
(N76T-3) 96 
Computation given net income, number of common shares 
outstanding, and number of preferred shares (given 
that they are common stock equivalents) issued 
Jan. 1 (M77PI-1-8m) 103 
Computation given net income, preferred dividend
requirement, number of outstanding common shares 
throughout the year and number since July 1 
(M77PI-1-7m) 103 
Convertible securities
Not common stock equivalents if the cash yield at issuance 
is greater than two-thirds of the then current bank 
prime interest rate, and, therefore, used to calculate 
fully diluted EPS but not primary EPS 
(M76T-1-14m) 43 
Preferred stock
If the equivalent number of shares of convertible
preferred stock are added as an adjustment to the 
denominator, the annual preferred dividend should 
then be added to the numerator 
(M76T-1-15m) 44 
Fully diluted
Computation in company with complex capital structure 
(N77PI-1-6m) 157 
Equals net income plus (bond interest on convertible bonds 
minus tax on that interest) divided by the weighted 
average of the number of common shares outstanding 
during the year plus the number of shares the bonds 
are convertible into (N76PI-1-17m) 53
Earnings per share (cont.)
Primary
Computation in company with complex capital structure 
(77PI-1-5m) 157 
Options and warrants 
Treasury stock method
If exercise price exceeds average market, computation 
would be anti-dilutive (M77T-2-27m) 150 
Stock options adjustment described as pro forma because 
it indicates potential changes in number of shares 
(M77T-2-28m) 150 
Stock option plan effect (M76T-7) 48
Economic order quantity 
See Quantitative methods
Electric utility
Test whether all customers are being billed from the meter 
department records to the billing (sales) register 
(M76A-3-47m) 27
Electronic data processing 
See also Flowchart 
Accounting control 
Application controls
Relate to specific tasks (N76A-2-21m) 74 
General controls
Relate to all EDP activities
Include documenting and approving programs and 
changes in programs (N76A-2-21m) 74 
To identify and evaluate the auditor must, at a minimum, 
have a sufficient understanding of the entire computer 
system (N76A-1-16m) 73 
Compliance tests
Auditor looks for an indication on punched cards to 
see if the cards have been verified 
(N76A-3-41m) 77 
Application controls
Input controls (M76A-2-33m) 25 
Automated equipment controls
Detect errors arising from operation of the electronic 
data processing equipment (N77A-1-1m) 179 
Batch processing
Collects data into groups to permit convenient and 
efficient processing (N77A-1-23m) 181 
Check digits (self-checking numbers)
Enable detection of errors such as recording an invalid 
customer’s identification charge account number 
(M76A-3-57m) 28 
Compliance test
Auditor looks for an indication on punched cards to see 
if the cards have been verified 
(N76A-3-41m) 77 
Computer audit program 
Generalized
Primary purpose
Independently process client EDP records 
(M77A-3-47m) 129 
Computer service center processes, for an auditor’s client, 
data material to the client’s statements, but the auditor 
need not review the service center controls if the user 
controls relied upon, which are external to the service 
center, are adequate to provide assurance that errors 
and irregularities may be discovered with reasonable 
promptness 
(N77A-1-39m) 183 
Controls 
Echo
Requires central processing unit (CPU) to send 
signals to the printer to activate the print 
mechanism for each character and the print 
mechanism, just prior to printing, sends a signal 
back to the CPU verifying that the proper print 
position has been activated 
(N77A-1-18m) 181
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Electronic data processing 
Controls (cont.)
To detect erroneous internal handling of data
Parity checks, read-after-write checks, and duplicate 
circuitry (M77A-2-25m) 127 
Control weakness often associated
Functions that would normally be separated in a manual 
system are combined in the electronic data processing 
system (M76A-1-11m) 23 
Duplicate circuitry (M77A-2-25m) 127 
Error detection 
Invalid customer’s identification charge account number 
may be detected with the use of self-checking 
numbers (check digits) (M76A-3-57m) 28 
Generalized computer-audit program
Not likely to be used in investigating exceptions to accounts 
receivable confirmations (M76A-2-38m) 26 
Purpose
Test and analyze a client’s computer records 
(N77A-1-53m) 185 
Verifies accuracy of totals and sub-totals 
(N77A-1-51m) 185 
Grandfather-father-son
Magnetic tape systems most often use this approach to 
providing protection for important computer files 
(M76A-3-45m) 27 
Integrated system
A single input record describing a transaction initiates
the updating of all files associated with the transaction 
(M77A-3-45m) 129 
Internal accounting control 
Incompatible combinations
Programmer and console operator 
(M77A-2-34m) 128 
Not incompatible combinations
Documentation librarian and manager of programming 
Processing control clerk and keypunch supervisor 
Systems analyst and programmer 
(M77A-2-34m) 128 
Prevent unapproved revision to existing computer programs 
Because functions normally incompatible in a manual 
system are often combined by using programs or 
a series of programs (M77A-2-36m) 128 
Internal administrative control 
To detect unauthorized or unexplained computer usage 
Maintenance of a computer console log 
(N76A-3-52m) 78 
Internal control 
Invalid concept
Machine operators closely supervised by programmers 
(M76A-2-26m) 25 
Machine operators have no access to complete run 
manual (M76A-2-26m) 25 
One generation of back-up files stored off-premises 
(M76A-2-26m) 25 
Programmers do not have authorization to operate 
equipment (M76A-2-26m) 25 
Inventory
Magnetic tape containing the dollar amounts of all items 
by style and number 
Computer audit program to be sure that no consigned 
merchandise is included 
Excludes all amounts for items with particular style 
numbers that indicate consigned merchandise 
(N76A-2-29m) 75 
Parity checks (M77A-2-25m) 127 
Program controls used as substitute for human controls in 
a manual system 
Limit and reasonableness test (N76A-1-17m) 74 
Programmed limits
Replaces the human element of error detection associated 
with manual processing (M76A-1-17m) 23 
Read-after-write checks (M77A-2-25m) 127
Electronic data processing (cont.)
Self-checking numbers (check digits)
Enable detection of errors such as recording an invalid 
customer’s identification charge account number 
(M76A-3-57m) 28 
Study of client’s system 
Test of compliance
Examination of the machine room log book to determine 
whether control information is properly recorded 
(N77A-1-39m) 183 
Systems analyst
Responsible for designing new or improved data
processing procedures (N77A-1-34m) 183 
Test decks
Difficult to design to incorporate all potential variations 
in transactions (M76A-1-19m) 24 
May cause operating problems for the client by 
commingling test data with live data 
(M76A-1-19m) 24 
Program used may differ from the one used in actual 
operations (M76A-1-19m) 24 
Utility programs
Perform routine processing functions such as sorting 
and merging (M77A-1-10m) 125
Employer and employee relationships
Corporation failed to withhold PICA and must remit to 
the government a tax double the amount assessed 
directly against the employer (N77L-1-13m) 192 
CPA firm liable for the torts committed by junior staff 
member within the scope of his employment 
(M76L-3-45m) 37 
Federal Fair Labor Standards Act
Employees exempt from both the minimum wage and 
maximum hours provisions 
Administrative personnel (M77L-1-13m) 137 
Piece-rates allowed in lieu of an hourly rate 
(M77L-1-16m) 138 
Manufacturer violated law by employing children under 
16 (N77L-1-14m) 192 
Theatrical agency employing two people full time is within 
the class of employers covered by the federal 
unemployment tax (N77L-1-15m) 192 
Workmen’s compensation
Claim paid in full even though employee was grossly 
negligent in the operation of a forklift resulting in 
his permanent disability (N76L-3-48m) 87 
Neither outstanding safety precautions by a company nor 
deliberate disregard of required safety rules would 
preclude an employee thereby injured from collecting 
(M77L-1-14m) 137
Engagement letter
Benefits of preparing (N76A-5) 79 
Does not include a statement that management advisory 
services would be made available upon request 
(M77A-2-24m) 127 
First time audit of a publicly-held company 
Items included (N76A-5) 79 
Includes
A reference to the auditor’s responsibility for the detection 
of errors or irregularities 
A statement that a management letter will be issued 
outlining comments and suggestions as to any 
procedures requiring the client’s attention 
An estimate of the time to be spent on the audit work 
by audit staff and management 
(M77A-2-24m) 127 
Primary purpose
Provide a written record of the agreement with the 
client as to the services to be provided 
(N77A-1-42m) 184
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EPS
See Earnings per share
Equipment
See Fixed assets
Equity
Residual
Assets minus liabilities minus preferred stock equity 
(N76T-1-8m) 92
Equity method
See also investments
Investments account balance computation 
(M76PIM-12m) 15
Equivalent units
See Cost accounting—Process costing
Errors
See also Accounting changes—Correction of an error 
Computation of effect on net income of inventory and 
depreciation errors (M76PI-1-3m) 2 
Computation of effect on retained earnings of inventory 
and depreciation errors (M76PI-1-4m) 2 
Computation of effect on working capital of inventory and 
depreciation errors (M76PI-1-5m) 2 
Current estimated warranty liability should be increased 
(N76PI-4) 57 
Failure to record current provision for doubtful accounts 
(N76PI-4) 57 
Preparation of schedule showing the effect of errors upon 
the financial statements for given year 
(M77PII-3) 117
Risk
Auditor requires reasonable protection
Material errors will occur and those that occur will 
not be detected in the auditor’s examination 
(M77A-2-35m) 128
Errors or irregularities 
Engagement
Could be expected to detect mispostings 
(N77A-1-30m) 182
Essen Manufacturing Company (M77PII-4) 120
Estates 
See Wills, trusts and estates
Estimated liabilities 
Potential prizes 
Computation given unit sales, estimated percent that will 
be redeemed, number necessary to get a prize, prizes 
purchased in units and dollars, and units of prizes 
distributed (N77PII-1-3m) 168
Ethics
See AICPA Code of Professional Ethics
Extraordinary repairs 
Debited to accumulated depreciation 
(M77A-1-12m) 125
No. 5 (M77T-2-39m) 
(N76PI-5) 60,
(N77T-6) 208 
No. 7 (M77T-2-31m) 150 
No. 8 (M77T-1-22m) 149, 
No. 12 (N77T-4) 207
No. 13 (M76A-3-59m) 
(M76T-1-18m) 44, 
(N77T-1-5m) 202,
No. 14 (M76T-5) 47
FASB Statements (cont.)
150, (N76PI-4) 
(N77PI-1-4m) 156,
57,
(N77PI-4) 164
28, (M76T-1-2m) 42, 
(N77PI-4) 164, 
(N77T-1-20m) 204
Fair Labor Standards 
(M77L-1-16m)
(M77L-1-13m) 137, 
138, (N77L-1-14) 192
FASB Statements 
No. 1 (M76PI-1-17m)
No. 2 (M76PI-1-18m) 
(N76PI-1-6m) 51, 
(N77T-1-12m) 203
4, (M76T-1-20m)
4, (M77PI-1-19m) 
(N76PI-1-7m) 51,
44
105,
Federal income tax 
Allocation
See also Federal income tax—Deferred income tax 
Deferred income tax
Current year cash expenses deducted for tax but 
considered a prepayment for accounting 
(N77T-1-6m) 203 
Caused by use of equity method where undistributed 
earnings of a 30% owned investee are related 
to probable future dividends 
(M77T-1-3m) 147 
Installment sale computation (M76PI-5) 11 
Nature and classification in a statement of financial 
position (M76T-6) 47 
Expense
Computation given the accounting income, the tax rate, 
and the fact that disparity between book and 
taxable incomes is attributable to timing differences 
(N77PII-1-12m) 170 
Interperiod
Justification that income taxes are an expense rather 
than a distribution of earnings (M76T-6) 47 
Justified by theory that income tax should be treated 
as expense (M77T-1-5m) 147 
Material gain on a sale-leaseback transaction is taxed 
in the year of sale (N76T-1-7m) 92 
Timing differences
Equity in earnings of 30% owned company exceeds 
taxable dividends received from it 
(M76T-6) 47 
Estimated warranty costs (M76T-6) 47 
Expenses or losses are deducted for tax purposes after 
being accrued for accounting 
(N77T-1-10m) 203 
Expenses or losses deducted for tax purposes after 
being accrued for accounting 
(N77T-1-10m) 203 
Not non-taxable revenues or gains realized after being 
accrued for accounting (N77T-1-10m) 203 
Revenues or gains are taxed before being accrued for 
accounting (N77T-1-10m) 203 
Intraperiod
Need for (M76T-6) 47 
Payable
Computation given operating income (loss in second 
year) of first three years of operation, no timing 
or permanent differences, and tax rate 
(N77PII-1-13m) 170 
Permanent differences
Differences between taxable income and pretax
accounting income arising from transactions that, 
under applicable tax laws and regulations, will not 
be offset by corresponding differences or “turn 
around” in future periods (M77T-1-4m) 147 
Goodwill amortization (N76PI-5) 60 
Premiums paid on company officers’ life insurance 
(N76PI-5) 60 
Depreciation for accounting income tax differs 
because of bases, the result of a business
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Federal income tax 
Allocation
Permanent differences (cont.)
combination treated as a purchase for 
accounting and as a tax-free-exchange for 
tax (M76T-6) 47 
Corporations
Bad debt write-offs less recoveries (M77PI-3) 108 
Bonds payable 
Repurchase
Deduction for amount paid over face on open market 
when bonds had originally sold at face 
(N77PII-2-22m) 770
Building
Tax basis is cost of erecting it, excluding other costs 
properly assignable to land 
(N76PII-2-22m) 66 
Business gifts 
Not advertising
Computation involving limitation on gifts to one 
individual of $25 (N77PII-2-29m) 772 
Charitable contributions (M77PI-3) 108 
Carryover (M77PI-3) 108 
Cash
Deduction limited to 5% of taxable income figured 
without regard to the contributions deduction or 
a special deduction for dividends received 
(N76PII-2-19m) 65 
Computation involving limitation on corporate 
contributions (N77PII-2-20m) 170 
Computation of taxable income involving the limitation 
on corporate contributions of 5 % of taxable income 
without regard to the contributions 
(N77PII-2-19m) 777 
Limited to 5% of income before special deductions and 
charitable contributions (M76PI-3) 8 
Condemnation of land gain becomes long-term capital 
gain because no Section 1231 losses to offset 
(M76PI-3) 108 
Consolidated return
Zero income on sale to wholly-owned subsidiary 
(N77PII-2-21m) 170 
Depreciation
Accounting amount exceeds tax amount 
(M77PI-3) 108 
Additional first-year (M77PI-3) 108 
Additional first-year and double-declining balance 
Computation counting year of acquisition as one-half 
year (N76PII-2-25m) 66 
Computation involving additional first-year and 
double-declining-balance 
(N77PII-2-30m) 772 
Recapture (M77PI-3) 108 
Straight-line (M77PI-3) 108 
Dividend in kind
Computation of reduction of earnings and profits given 
adjusted basis, mortgage, fair market, and profits 
without regard to the dividend 
(N77PII-2-31m) 172 
Dividends
Ordinary when current earnings exceed them even 
though there is a deficit and a capital gain in 
the current year (N77PII-2-18m) 777 
Dividends received credit (M77PI-3) 108 
Dividends received special deduction (M76PI-3) 8 
Earnings and profits before dividends reduced by adjusted 
basis (which was below fair market value) of 
inventory distributed as a dividend to sole individual 
stockholder (N76PII-2-18m) 65 
Exchange of similar machinery with cash boot paid 
would not be reported (N76PII-2-17m) 65 
Gain on exchange of corporation owned land for its own 
stock (M77PI-3) 108
Federal income tax 
Corporations (cont.)
Installment collection is income (M76PI-3) 8 
Investment credit
Computation involving limitation of $25,000 plus 50% 
of tax exceeding $25,000 
(N77PII-2-17m) 170 
Limited to $25,000 plus 50% of the tax liability in 
excess of $25,000 computation 
(N77PII-2-20m) 65 
Life insurance proceeds nontaxable (M77PI-3) 108 
Loss on sale of marketable securities (M77PI-3) 108 
Loss on sale of treasury stock incorrectly included in 
other expenses in computing accounting income 
(M77PI-3) 108 
Net capital loss cannot be deducted 
(N77PII-2-32m) 173 
Net long-term capital gain (M77PI-3) 108 
Net operating loss
Net loss per books plus dividends received deduction 
(without regard to the provision that otherwise 
limits it to 85% of taxable income) carried back 
initially to the third preceding year 
(N76PII-2-23m) 66 
No gain or loss on treasury stock transactions 
(N77PII-2-25m) 777 
No taxable gain on exchange of stock for land 
(N76PII-26m) 66 
Payment of estimated federal income tax incorrectly 
included in other expenses in computing accounting 
income (M77PII-3) 108 
Percentage depletion
Limited by 50% of taxable income from the property 
computation (N76PII-2-27m) 66 
Provision for bad debts not deductible 
(M77PI-3) 108 
Recognized gain on exchange of machines is lower of 
cash “boot” received or the realized gain 
(M76PI-3) 8 
Recognized gain on involuntary conversion of machine is 
lower than the realized gain (M76PI-3) 8 
Reconciliation of book and taxable income 
(M76PI-3) 8 
Sale of machinery $10,000 above cost and $18,000 
above adjusted basis results in a Section 1231 gain 
of $10,000 and a Section 1245 gain of $8,000 
(N77PII-2-32m) 173 
Section 1231 gain (M77PI-3) 108 
Section 1245 gain (M77PI-3) 705 
Subchapter S (N77PII-2-19m) 770
Each shareholder reports his or her share of the net 
income from operations whether distributed or 
not, but net long-term capital loss is not passed 
on to the shareholders, computation 
(N76PII-2-21m) 65 
Undistributed taxable income
Computation involving undistributed taxable income 
in the prior year, current taxable income, and 
dividends (N77PII-2-23m) 770 
Taxable income (M76PI-3) 8
Computation for regular method including gains and 
losses on sales of land and machinery used in 
business, and losses on sale of securities held for 
either three years or three months 
(N76PII-2-24m) 66 
Computation given accounting income which included 
interest on municipal bonds, gain on settlement 
of life insurance (death of officers), interest paid 
on loan to purchase municipal bonds, and 
provision for federal income tax 
(N77PlI-2-27m) 772 
Computation involving limitation on corporated 
contributions (N77PII-2-19m) 770
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Federal income tax 
Corporations
Taxable income (cont.)
Treasury stock
N o long-term capital gain on reacquiring 
(N76PII-2-28m) 66 
Current provision computation for income statement 
(N76PI-5) 60 
Deferred income tax
See also Federal income tax— Allocation 
Balance sheet presentation
Net current and net noncurrent amounts 
(N76T-1-6m) 92 
Computation of installment accounts receivable given 
deferred tax credit amount, gross profit rate on 
installment sales, and tax rate 
(M 77PIM -12m) 115 
Provision computation involving depreciation for tax 
in excess of that for accounting, warranty expense 
for accounting in excess of that for tax, and 
unremitted earnings of wholly owned foreign 
subsidiary (N76PI-5) 60 
Estimated tax payments
N o effect on income statement (N76PI-5) 60 
Income statement current amount computation 
(N76PI-5) 60 
Individual
Additional first-year depreciation (N76PI-3) 56 
Adjusted gross income (N76PI-37) 56 
Computation (N77PI-5) 165 
Computation involving salary, interest income,
short-term capital gains, and long-term capital 
losses (M77PII-2-24m) 116 
Adjustments to gross income (N76PI-3) 56 
Alimony
Taxable income involving a fixed sum payable in 
installments (M77PII-2-27m) 117 
Annuity
Computation of amount excludable from gross income 
given cost, expected return, and amount received 
per month (M77PII-2-30m) 117 
Annuity income (N77PI-5) 165 
Art object purchased at church bazaar (fair value was 
less) (N77PI-5) 166 
Automobile expenses used one half for business 
(N76PI-3) 56 
Automobile used 40% for business (N77PI-5) 165 
Basis of property
In 1975 acquired from decedent is fair market value 
date of death or 6 months later if executor so 
elects (M76PII-2-25m) 17 
Burglary loss and partial insurance recovery 
(N76PI-3) 56 
Capital loss carryover
Computation involving ordinary income, short-term 
capital losses, and long-term capital losses 
(M77PII-2-23m) 116 
Cash contributed to church (N77PI-5) 166 
Cash pledge to nonprofit college (paid in the next year) 
(N77PI-5) 166 
Casualty loss
Itemized deduction computation on automobile used 
70% for business and 30% for pleasure destroyed 
in an accident, a fair market value less than 
adjusted basis, a lesser amount received from 
insurance, and $100 reduction 
(M76PII-2-31m) 18 
No deduction for fully insured loss not reported to 
insurance company (M77PII-2-31m) 117 
(M77PII-2-25m) 116 
Charitable contribution (M77PII-2-31m) 117, 
(N76PI-3) 56
Federal income tax 
Individual
Charitable contribution (cont.)
Cash allowed plus donor’s basis for stock which would 
have resulted in short-term capital gain if sold 
on date of contribution (M76PII-2-20m) 16 
Child care tax credit
Computation involving day care nursery and babysitter 
(M77PII-2-26m) 117 
Consulting business expenses (N77PI-5) 165 
Consulting income (N77PI-5) 165 
Contact lenses (eyeglasses would cost less)
(N77PI-5) 166 
Dependent
Multiple support agreement
Either of two sons (who each contributes more than 
10% support) out of three can claim the mother 
who is 100% supported by all of them 
(M77PII-2-17m) 115 
Depreciation recapture
Involuntary conversion (M76PII-2-26m) 17 
Sale (M76PII-2-23m) 16 
Diaper service for daughter (N77PI-5) 166 
Dividends received (N76PI-3) 56,
(N77PI-5) 165 
Driver’s license fees (N77PI-5) 166 
Employee portion of social security taxes withheld from 
individual’s salary (N77PI-5) 166 
Estimated federal income taxes paid (N76PI-3) 56 
Estimated state income taxes paid (N76PI-3) 56 
Exempt income and nondeductible items 
(N76PI-3) 56 
Exemptions (N76PI-3) 56 
Fair value of used clothing contributed to church 
(N77PI-5) 166 
Federal income taxes withheld (N76PI-3) 56 
Finance charges on credit cards (N 77PI-5) 166 
Fines for illegal parking (N77PI-5) 166 
Gain on sale of common stock held three months 
(N77PI-5) 165 
Gain on sale of common stock held over 18 months 
(N77PI-5) 165 
Gain on sale of common stock held 10 months 
(N77PI-5) 165 
Gross income
Computation of excluded amount involving exclusion of 
principal amount of insurance paid by reason of 
death and surviving spouse exclusion of $1,000 
interest paid on annuity from the insurance 
(M76PII-2-29m) 17 
Grant from a tax exempt educational foundation to 
nondegree candidate is not includible up to $300 
per month for 36 months 
(M76PII-2-22m) 16 
Sick pay
In 1975 100% of weekly wages received for 
temporary disability are not excludible 
(M76PII-2-24m) 17 
Head of household
Widower, whose wife died in 1974, during 1976 was sole 
support for his mother who was a resident of an 
old age home for the entire year 
(M77PII-2-19m) 116 
Hospital bills 80% reimbursed by insurance 
(N77PI-5) 166 
Housekeeper expenses while away from home on business 
(N77PI-5) 165 
Income of dependent mother (N77PI-5) 165 
Interest deduction
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Individual 
Interest deduction (cont.)
Interest on mortgage, on installment purchases, and on 
debt incurred to purchase corporate bonds is 
deductible, but not interest on a debt incurred to 
purchase tax exempt city bonds 
(M76PII-2-21m) 16 
Interest from savings account (N76PI-3) 56, 
(N77PI-5) 165 
Interest income from U.S. obligations (N76PI-3) 56, 
(N77PI-5) 165 
Interest income on municipal obligations 
(N77PI-5) 165 
Interest on debt incurred to buy municipal obligations 
(N77PI-5) 166 
Interest on loan for family car (N77PI-5) 166 
Interest on mortgage on home (N76PI-3) 56, 
(N77PI-5) 166 
Investment in a newly formed corporation resulted in
neither a gain nor a loss (M77PII-2-20m) 116 
Involuntary conversion
Depreciation recapture resulted in ordinary income 
when insurance collected was in excess of cost of 
machinery (M76PII-2-26m) 17 
Itemized deductions 
Schedule (N77PI-5) 166 
Joint return (N76PI-3) 56 
Joint return itemized deductions (N77PI-5) 166 
Keogh Plan
Limit on contributions is 15% of earned income or 
$7,500, whichever is less 
(M76PII-2-17m) 15 
Land value fell, but no loss can be claimed 
(M77PII-2-28m) 117 
Life insurance premiums (N77PI-5) 166 
Life insurance proceeds (N77PI-5) 165 
List nondeductible items in given fact situation 
(N77PI-5) 166 
Long-term capital gain (N77PI-5) 165 
Long-term capital gains and (losses)
(N76PI-3) 56 
Long-term capital loss (N77PI-5) 165 
Loss on sale of common stock held over 7 months 
(N77PI-5) 165 
Medical and dental expenses (N76PI-3) 56, 
(N77PI-5) 166 
Medicine and drugs (N77PI-5) 166 
Moving expenses
Included moving expense allowance in income and can 
deduct in computing adjusted gross income plane 
fare for himself, bus fare for his wife and children, 
cost of moving household effects, and meals and 
lodging of wife and children during the trip, the 
total of which exceed the allowance paid by his 
employer (M77PII-2-18m) 116 
Net earnings from self-employment 
(M77PII-2-29m) 117 
Net gain or (loss) from sale of capital assets 
(N76PI-3) 56 
Net long-term capital gain (N77PI-5) 165 
Net long-term capital loss (N76PI-3) 56 
Net operating loss
Reduced by personal exemption and by excess of
nonbusiness deductions over nonbusiness income 
(M76PII-2-19m) 16 
Net short-term capital gain (N76PI-3) 56,
(N77PI-5) 165 
Nonbusiness bad debt (N76PI-3) 56 
Nondeductible items (N76PI-3) 56
Federal income tax 
Individual (cont.)
Orthodontic braces (N77PI-5) 166 
Personal deductions and exemptions 
(N76PI-3) 56 
Property taxes on home (N76PI-3) 56 
Proprietor 
Depreciation
Computation involving election of reduction in
salvage, additional first year depreciation on 
asset with life of over 6 years of 20% of up 
to $20,000 on joint return, and straight-line 
depreciation on cost less additional first year 
depreciation (M76PII-2-27m) 17 
Installment basis
Computation of income involving collections and 
gross profit rate on installment sales 
(M76PII-2-30m) 17 
Sale of machine above original cost results in
depreciation recapture, ordinary income, and 
Section 1231 gain (M76PII-2-23m) 16 
Real estate taxes (N77PI-5) 166 
Registration for family car (N77PI-5) 166 
Retirement benefits from employer purchased annuities to 
which individual contributed nothing 
(N77PI-5) 165 
Sale of home at a gain with proceeds fully invested in a 
new home (N76PI-3) 56 
Sale of stock to brother resulted in nondeductible loss, but 
later gain on sale by the brother was reduced thereby 
(M77PII-2-22m) 116 
Self-employed 
Retirement plan (N76PI-3) 56
Limit on contributions is 15% of earned income or 
$7,500, whichever is less 
(M76PII-2-17m) 15 
Self-employment social security taxes (N76PI-3) 56 
Short-term capital gain (N77PI-5) 165 
Social security withheld (N76PI-3) 56 
State gasoline taxes (N76PI-3) 56,
(N77PI-5) 166 
State income taxes withheld (N76PI-3) 56, 
(N77PI-5) 166 
State sales taxes paid (N76PI-3) 56,
(N77PI-5) 166 
Stock rights
Fair market value of rights received is less than 15% of 
total fair market value allowing election of 
allocation or nonallocation of cost either of which 
results in amount of loss not given upon expiration 
(M76PII-2-18m) 16 
Tax credit for the elderly
Computation of the amount this single taxpayer, age 66, 
with adjusted gross income of $6,000 and social 
security benefits of $1,200 can claim 
(M77PII-2-21m) 116 
Taxable income (N76PI-3) 56 
Computation involving exemption for taxpayer and
dependents, additional exemption for taxpayer over 
65, and maximum standard deduction in 1975 for 
single taxpayer (M76PII-2-28m) 17 
Taxable ordinary income—building rental 
(N76PI-3) 56 
Taxable ordinary income— carpet-installing business 
(N76PI-3) 56 
Taxable ordinary income—personal 
(N76PI-3) 56 
Transportation expenses in connection with medical 
expenses (N77PI-5) 166 
Tuition paid to parochial school for son 
(N77PI-5) 166 
Union dues (N77PI-5) 166
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Individual (cont.)
Wash sale
Disallowed loss added to basis of newly acquired stock 
resulting in long-term capital gain on later sale 
(M76PII-2-16m) 15 
Zero gain from sale of principal, more than sale price
invested in new residence, old residence an apartment 
in building individual owned 
(M77PII-2-16m) 115 
Investment tax credit
Deferral and flow-through methods identified and 
explained (M76T-6) 47 
Recognized amount computation for income statement 
(N76PI-5) 60 
Operating loss carryforward 
Tax benefit
Computation given operating loss of prior year, 
operating income of current year, and tax rate 
(M77PII-1-10m) 114 
Partnership
Computation of partner’s share of partnership income 
(excluding all partnership items which must be 
accounted for separately) to be reported as taxable 
income involving book income, short-term capital 
loss, long-term capital gain. Section 1231 gain, 
ordinary income from Section 1245 recapture 
provision, and dividends qualifying for the $100 
exclusion (N76PII-2-31m) 67 
N o tax effects of investing cash and machinery by a 
partner (N76PII-2-29m) 67 
Operating loss
Computation of deduction for each partner involving 
limitation of basis on any partner’s deduction 
(N77PII-2-24m) 171 
Partner may deduct his share only up to the amount of 
his adjusted basis for his partnership interest at the 
end of the partnership interest at the end of the 
partnership year (N76PII-2-30m) 67 
Ordinary income
Computation of increase necessary for deduction of 
contributions, foreign income taxes, and loss on 
sale of machinery held 7 years and these items 
are reported separately on the return 
(N77PII-2-26m) 172 
Taxable income of partner
Computation involving salary plus 40% of ordinary 
income after deducting salary, and a partnership 
with a fiscal year other than the partner’s calendar 
year (N77PII-2-28m) 172
Federal Insurance Contributions Act (N77L-1-13m) 192
Federal securities regulation 
One major purpose
Provide sufficient information to the investing public 
who purchase securities in the marketplace 
(M77L-1-2m) 136 
Public offering of securities exempt from registration 
requirements
Issuing corporation and all propective security owners 
are located within one state, and the entire offering, 
sale, and distribution is made within that state 
(M77L-1-4m) 136 
Securities Act of 1933 
See also Securities Act of 1933
Exempts certain small stock offerings with a maximum 
dollar amount of $500,000 from full registration, 
in general (M76L-2-29m) 35 
Specifically exempts from registration, securities offered 
by any person other than an issuer, underwriter, or 
dealer (M76L-2-30m) 35
Federal securities regulation (cont.)
Securities and Exchange Commission 
Empowered to
Institute criminal proceedings against accountants 
Obtain an injunction which will suspend trading in a 
given security 
Suspend a broker-dealer (M77L-1-1m) 136 
Not empowered to sue for treble damages 
(M77L-1-1m) 136 
Securities Exchange Act of 1934
See also Securities Exchange Act of 1934 
Broker used manipulative or deceptive device to raise 
price of stock (N76L-7) 90 
Insider beneficial owner of more than 10% of a class 
of equity security of the issuer, is liable to the 
issuer for profit on a purchase and sale of that 
security within any period of less than six 
months (N76L-7) 90 
Subject to some exceptions and limitations, it is unlawful to 
use the mails or instruments of interstate commerce to 
sell or offer to sell a security to the public unless a 
registration statement has been properly filed with the 
SEC, has been found to be acceptable, and is in effect 
(M77L-1-3m) 136 
Unregistered shares
Sale appears to contravene the Securities Act of 1933 and 
exemptions as “transactions by any person other than 
an issuer, underwriter or dealer” or as a ’’brokers’ 
transaction” do not appear available 
(N76L-7) 90
Federal Social Security Act 
See Social Security Act
FICA (N77L-1-13m) 192
Fidelity bonds
Protect a company from embezzlement losses and minimize 
the possibility of employing persons with dubious 
records in positions of trust (N77A-1-45m) 184
Financial Accounting Standards Board Statements 
See FASB Statements
Financial reporting for segments
Accounting difficulties inherent (M76T-5) 47 
Computation of allocation of common costs to products with 
basis given in problem (N77PI-1-15m) 158 
Consolidation policy is not a consideration 
(M77T-1-21m) 149 
Considerations
Allocation of joint costs (M77-1-21m) 149 
Defining the segments 
Transfer pricing (M77T-1-21m) 149 
Disadvantages of requiring (M76T-5) 47 
Reasons for requiring (M76T-5) 47 
What segmentation involves (M76T-5) 47
Financial statement analysis 
See also Ratios 
See also Variance analysis
Auditor gives most emphasis to ratio and trend analysis in 
examination of income statement rather than other 
statements (M76A-1-7m) 22 
Gross margin
Computation given net accounts receivable at beginning 
and end, inventories at beginning and end, accounts 
receivable turnover, and inventory turnover 
(N77PI-1-7m) 157 
Identification of the areas within given essays (full of
misconceptions, misstatements, confusion, out-of-date 
ideas and expressions, etc.) which are not in accordance 
with GAAP or untrue with respect to financial statement 
analysis and explanation of why the reasoning is 
incorrect (M77T-5) 153
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Financial statement analysis (cont.)
Income statement analysis best accomplished by comparing 
monthly revenue and expense account totals to the 
corresponding figures of the preceding years 
(N77A-1-29m) 182 
Overall
Income statement analysis best accomplished by comparing 
monthly revenue and expense account totals to the 
corresponding figures of the preceding years 
(N77A-1-29m) 182
Sales
Reasonableness computation with change in sales mix,
sales volume and sales price (M76A-3-52m) 28 
Statement accounting for variation in sales and cost of 
goods sold (M76PII-5) 20
Financial statements 
See also Pro forma statements 
Auditor and company disagree
See Financial statements—Company and auditor disagree 
Basic
Balance sheet and statements of income, retained earnings, 
and changes in financial position 
(N77A-1-12m) 180 
Client and auditor disagree
See Financial statements— Company and auditor disagree 
Company and auditor disagree on significant matter
Company may express in the footnotes its viewpoint, ask 
the auditor to refer in the auditor’s opinion to a client 
footnote which discusses the client point of view, or 
engage another auditor (N76A-2-30m) 75 
Footnotes
Management bears primary responsibility for their 
accuracy (N76A-2-22m) 74 
General comments about deficiencies in the given statements 
presented including other statements, schedules, or 
footnotes that should be included (N76T-7) 98 
Statement of earnings and retained earnings
Identify and explain deficiencies in given statement 
(N76T-7) 98 
Statement of financial position
Identify and explain deficiencies in given statement 
(N76T-7) 98
Fire loss
Book value of machine and disposal costs charged to income 
in year of the fire computation 
(N77PI-1-3m) 156 
Inventory
Estimated by gross profit method computation 
(N76PII-1-15m) 64 
Inventory computation (M76PII-1-13m) 15
First-time audit
Procedures beyond those of following year 
(M76A-5) 29
Fixed assets
See also Property, plant & equipment 
Amount to be recorded when acquired under a deferred- 
payment plan (M76T-3) 46 
Amount to be recorded when acquired with a trade-in 
(M76T-3) 46 
Building
Painting cost capitalization error most likely discovered by 
reviewing the titles and descriptions for all 
construction work orders issued during the year 
(M76A-3-56m) 28
Cost
Computation given payback period and cash flow from 
operations, net of tax, for each of the payback years 
(N77PI-1-20m) 159
Fixed assets (cont.)
Discussion of how methods used to account for fixed assets 
differ between voluntary health and welfare 
organizations and governmental units 
(M77T-4) 152 
Distinction between capital and revenue expenditures and its 
importance (M76T-3) 46 
Improvements
Depreciation computation with extension of life 
(M76PII-1-7m) 14
Land
Acquired with a building to be immediately removed 
Costs that should be capitalized into the land account 
(M76T-3) 46 
Loss on sale computation (M76PII-1-11m) 14 
Nonmonetary exchange
Amount to be recorded when cash boot is given 
(M76T-3) 46 
Trade in
Cost of new truck (M76PII-1-10m) 14 
Valuation
Purchased under deferred payment contract 
Cost is present value of an annuity at an imputed 
interest rate (M77T-1-13m) 148
Fixed cost
May change in total where such change is unrelated to 
changes in production (M76T-2-21m) 44
Flood damage
Treated as other expense in income statement 
(N76PII-5) 69
Flowcharts 
See also Internal control
Appropriate in the review of the system of internal 
accounting control (N77A-1-52m) 185 
Normal sequence of documents and operations is top to 
bottom and left to right (N76A -1 -13 m ) 73 
Symbolic representation of a system or series of sequential 
processes (N77A-1-54m) 185 
Systems
Assemble the internal control findings into a 
comprehensible format suitable for analysis 
(M77A-2-38m) 128
Footnotes
Disclose
Gain contingencies, accounting methods, effective tax 
rates, but not changes in financial position 
(N77T-1-8m) 203 
Management bears primary responsibility for their accuracy 
(N76A-2-22m) 74
Forecasts
Accounts payable projected balance calculation 
(M76PI-2-24m) 5 
Achievability
Auditor should not render a report on this 
(N77A-1-40m) 183 
Cash collection planned during month calculation 
(M76PI-2-22m) 5 
Pro forma income calculation for a month 
(M76PI-2-23m) 5
Foreign currency translation 
See Foreign exchange
Foreign exchange
Entry to record collection of foreign receivable and exchange 
loss since balance sheet date and translation 
(M77PI-1-4m) 102 
Foreign currency translation
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Foreign exchange (cont.)
Gains and losses from translating into U.S. dollars 
Net earnings ordinary item for the period in which the 
rate changes (M77T-1-22m) 149 
Objective
Obtain currency valuation expressed in domestic units 
of measure and in conformity with domestic 
generally accepted accounting principles 
CN76T-1-11m) 93
Rates
Average used to translate sales (M76T-1-20m) 44 
Date dividend was paid, rate used to translate dividend 
received from foreign subsidiary 
(N76PI-1-2m) 50 
Historical rate upon acquisition of assets used to translate 
depreciation expense of foreign subsidiary 
(N76PI-1-1m) 50 
Schedule for selected items into U.S. dollars at two 
different dates (N77PI-4) 164 
Using current rate of long-term receivables and 
long-term debt of foreign subsidiary 
(M76PI-1-17m) 4
Franklin Company (N77PI-4) 164
Fraud
Circumstances make auditor suspect it might exist 
Initial course of action
Decide whether the fraud, if it should exist, might be so 
material as to affect the auditor’s report 
(N77A-1-59m) 186 
Responsibility to detect
Unaudited financial statements
Limited to informing the client of any matters that come 
to the auditor’s attention which cause the auditor to 
believe that an irregularity exists 
(N76A-3-53m) 78
Freedom, Inc. (M76PII-5) 20
Fund accounting
See also Governmental accounting 
See also Municipalities
Description and discussion of whether its use is consistent 
with the concept that an accounting entity is an 
economic unit which controls resources, accepts 
responsibilities, and conducts economic activity 
(M77T-4) 152 
Hospitals
Journal entries to record transactions described for the 
Operating Fund, Plant Fund, and the Endowment 
Fund (N77PII-4) 174 
School district
General fund transaction entries (M76PII-3) 18
Funds statement 
See Statement of changes in financial position
GAAP
See Generally accepted accounting principles 
GAAS
See Generally accepted auditing standards
GAO (N77A-4) 187
See also Audits in compliance with GAO standards
Gary, Jerome, and Paul (M77PI-4) 110
General Accounting Office (N77A-4) 187 
See also Audits in compliance with GAO standards
General standards
See also Generally accepted auditing standards 
Failure to comply with any (N76A-6) 79 
Generally accepted accounting principles 
Composed of three levels
Pervasive, broad operating, and detailed 
(M77T-1-8m) 148 
Conventions, rules, and procedures which are necessary to 
 define the accepted accounting practices at a particular 
time (M77A-1-16m) 126 
Identification of the areas within given essays (full of
misconceptions, misstatements, confusion, out-of-date 
ideas and expressions, etc.) which are not in accordance 
with GAAP or untrue with respect to financial 
statement analysis and explanation of why the reasoning 
is incorrect (M77T-5) 153 
cash sales, accounts, receivable at the beginning and at
Generally accepted auditing standards 
See also Standards of field work
Comply with applicable GAAS on every engagement without 
exception (M77A-1-3m) 124 
Failure to comply with any (N76A-6) 79 
General standards
First standard states examination performed by person 
having adequate technical training 
Requires auditor have education and experience in the 
field (N77A-1-19m) 181 
Likely helpful in determining whether the CPA should 
undertake an audit engagement 
(M76A-3-55m) 28 
Third standard due professional care in performance and 
report 
Example
Requires that working paper content be sufficient to 
provide for the auditor’s report, including the 
auditor's representation as to compliance with 
auditing standards (N77A-1-56m) 185 
Independence 
Appearance 
Impaired
If CPA accepts a gift from a client 
(M77A-3-59m) 131 
Not impaired
If CPA owns a unit in a co-operative apartment 
house, where each unit has a vote in the 
co-operative, and the CPA, who does not 
participate in the management, has been retained 
as the auditor for the co-operative 
(M77A-3-59m) 131 
If the CPA joins a trade association, which is a client, 
and serves in a non-management capacity 
(M77A-3-59m) 131 
If the CPA serves as an executor and trustee of the 
estate of an individual who owned the majority 
of the stock of a closely-held client corporation 
(M77A-3-59m) 131 
Possessing the ability to act with integrity and 
objectivity (N77A-1-46m) 184 
Relative risk underlies their application
Cash audit work may have to be carried out in a more 
conclusive manner than inventory audit work 
(M77A-3-46m) 129 
Standards of field work 
Evidence
Statement of changes in financial position 
Primarily cross-referencing to balances and
transactions reviewed in connection with the 
examination of the other financial statements 
(M76A-3-58m) 28 
First standard adequately planned, properly supervised 
Recognizes early appointment of auditor advantageous 
to auditor and client (N77A-1-26m) 182
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Generally accepted auditing standards 
Standards of field work (cont.)
First standard requires, in part, proper planning
Would occur when the auditor physically observes the 
movement of securities already counted to guard 
against the substitution of such securities for others 
which are not actually on hand 
(M77A-3-58m) 131 
Third standard of sufficient competent evidential matter 
Accounts receivable 
Confirmations
Identification and description of the two forms and 
indication of factors which should be 
considered in determining when to use each 
(M77A-4) 131 
Satisfactory response received
Procedures to evaluate collectibility 
(M77A-4) 131 
Standards of reporting 
Consistency
Change in accounting principle
Restate prior year’s comparative statement, disclose 
the restatement, refer to the change in the 
auditor’s report, and indicate the auditor’s 
concurrence (M77A-6) 133 
Fourth standard requires report whenever associated 
Overall purpose
Indicate the character of the auditor’s examination 
and the degree of responsibility assumed by the 
auditor (N77A-1-11m) 180 
Informative disclosures adequate unless otherwise stated 
in report
Terms of loan agreement not disclosed
Provide such information in the report, usually in a 
middle paragraph, and appropriately qualify 
(M77A-6) 133 
Report shall state whether statements accord with GAAP 
Minority interest misstated
Express a qualified or adverse opinion, and disclose in 
a separate paragraph all the substantive reasons 
for that opinion and the principal effects of the 
subject matter on the balance sheet, income 
statement, and statement of changes in financial 
position (M77A-6) 133
Gold Company (N77PII-5) 176
Goodwill
Arising from appraisal should not be recorded 
(M76A-3-54m) 28 
Business combination 
Computation given percentage of ownership acquired, fair 
market value of the acquired company’s assets, and 
fair market value of the acquiring company’s stock 
given in exchange (N76T-1-9m) 93 
Computation in a business combination 
(M76PII-1-6m) 14 
Consolidated
Computation upon acquisition of company for $600,000 
more than net assets with a net of $50,000 allocable 
to assets (M77PI-1-5m) 103 
Written off by systematic charges to an operating expense 
over the period benefited, but not in excess of 40 years 
(M76T-1-10m) 43
Governmental accounting 
See also Municipalities 
Agency fund
Frequently does not have a fund balance 
(N77T-2-27m) 205 
Budgetary account 
Appropriations (N77T-2-25m) 205
Governmental accounting (cont.)
General fund
Analysis of changes in fund balance
Includes direct debits or credits to fund balance to record 
corrections or prior-period transactions 
(M76T-2-38m) 46 
Includes increases or decreases of reserves established in 
a prior period or periods 
Includes the difference between actual revenues and 
actual expenditures during the period 
(M76T-2-38m) 46 
Would not include the difference between appropriations 
and actual expenditures during the period 
(M76T-2-38m) 46 
Initial transfer of cash to establish intragovernmental 
service fund 
Debit
Fund balance (N77T-2-23m) 205 
Governmental funds 
Uses accrual accounting
Intragovernmental service (N77T-2-26m) 205 
Intragovernmental service
Record depreciation of fixed assets 
(N77T-2-28m) 205 
Local governmental unit 
Modified accrual method
A revenue susceptible to accrual
Property taxes (N77T-2-24m) 205 
School district
General fund transaction entries (M76PII-3) 18
Governmental units
Discussion of how methods used to account for fixed assets 
differ with voluntary health and welfare organizations 
(M77T-4) 152
Gross margin
Computation given net accounts receivable at beginning and 
end, inventories at beginning and end, accounts 
receivable turnover, and inventory turnover 
(N77PI-1-7m) 157
Guarantee of debt of an affiliate 
Audit procedures
Review of minutes and resolutions of the board of 
directors would make the auditor aware of the 
guarantee (N76A-2-25m) 75
H
Health and welfare organization
See Voluntary health and welfare organization
Hospitals
Journal entries to record transactions described for the
Operating Fund, Plant Fund, and the Endowment Fund 
(N77PII-4) 174
Improvements
Depreciation computation with extension of life 
(M76PIM-7m) 14
Income
See Net income
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Income statement
Auditor gives most emphasis to ratio and trend analysis in 
examination of this statement rather than other 
statements (M76A-1-7m) 22 
Comparative
Preparation involving other expense of flood damage, and 
discontinued operations with segment data given 
(N76PII-5) 69
Income tax
See Federal income tax
Income tax expense 
See Federal income tax—Allocation
Income taxes payable
See Federal income tax—Allocation
Independence
See also Generally accepted auditing standards— General 
standards
To emphasize auditor independence from management, many 
corporations have him report to an audit committee of 
outside members of the board of directors 
(M77A-1-14m) 125
Independent audit
Analytic review of the client operations
To identify unusual transactions (N76A-3-58m) 78 
Important to readers of statements because it involves the 
objective examination of and reporting on management- 
prepared statements (N76A-3-56m) 78 
Reason for
Different interests may exist between the company
preparing the statements and the persons using the 
statements (N76A-3-50m) 78
Installment accounts receivable
Computation of installment accounts receivable given 
deferred tax credit amount, gross profit rate on 
installment sales, and tax rate 
(M77PII-1-12m) 115
Installment sales 
Computation of installment accounts receivable given 
deferred tax credit amount, gross profit rate on 
installment sales, and tax rate 
(M77PII-1-12m) 115 
Deferred income tax computation (M76PI-5) 11 
Income including interest computation (M76PI-5) 11 
Loss on repossessions
Computation given sale price, gross profit, balance upon 
repossession, and appraised value of repossession 
(N77PII-1-10m) 169
Insurance
Automobile
Collision
Company can recover damages to all insured cabs less 
the minimum deductible where a driver deliberately 
backed one cab into two others and another cab 
was hit in the rear in traffic by a negligently driven 
truck (M76L-2-28m) 35
Fire
Mortgagor procured policy on mortgaged property 
Upon destruction, may collect remaining amount of 
mortgage plus interest, the total not to exceed the 
face of the policy (N76L-6) 89 
Upon payment, the insurance company is subrogated to 
the rights of the mortgagor (N76L-6) 89 
Remainderman’s wife does not have interest in trust 
property sufficient to obtain fire insurance on said 
property (N77L-3-47m) 197 
Typical policy will not permit recovery for business 
interruption unless there is a special indorsement 
(M76L-2-32m) 35
Insurance 
Fire (cont.)
Usual policy
Covers losses caused by the negligence of the insured’s 
agent
Does not permit assignment of the policy prior to loss 
without the consent of the insurer 
(M77L-1-8m) 137 
Has to meet the insurable interest test 
Provides for subrogation of the insurer to the insured’s 
rights upon payment of the amount of the loss 
covered by the policy (M77L-1-8m) 137 
Insurable interest 
Partnership
Each individual partner has insurable interest in the 
partnership property even though title is in the 
partnership name (N77L-1-2m) 190 
Insurable interest in real property not possessed by an 
unsecured creditor of the owner of the property 
(M77L-1-9m) 137 
Insurable interest in real property possessed 
title to the property 
By the dominent shareholder of a corporation which holds 
title to the property 
By the owner of a twenty-year household 
(M77L-1-9m) 137 
By the remainderman in respect to property which was 
willed to one person for life and upon that person’s 
death to the remainderman (M77L-1-9m) 137
Life
Age incorrectly stated
Beneficiary will collect the amount of insurance the 
premium would have purchased if the correct age 
had been stated (M77L-1-5m) 136 
Reduces the amount recoverable to that which the 
premiums would purchase if the correct age had 
been stated (N76L-6) 89 
Clause states not effective until written policy actually 
delivered to insured while in good health 
If the company wrote the policy and delivered it to a 
general agent who held it for safekeeping until 
insured picked it up, the policy would be in effect 
if insured was in good health when the policy was 
delivered to the agent (N77L-1-10m) 191 
Erroneous, unintentional, and immaterial misrepresentation 
of prior medical history 
Two-year incontestable clause
Insured died in less than two years 
Beneficiary will collect because the
misrepresentation was unintentional and 
immaterial (M77L-1-7m) 137 
Expense (premiums less increase in cash surrender value), 
and gain on settlement of policy (face minus cash 
surrender value) (M77PI-5) 111 
Insurable interest
Partnership has insurable interest in the lives of its 
partners, and subsequent retirement of a partner 
would not invalidate it (N76L-6) 89 
Purchaser must have an insurable interest at the inception 
of the policy even though another is the beneficiary 
(M77L-1-6m) 136 
Term
Typical policy is assignable (M76L-2-31m) 35 
Malpractice
CPA firm which employed staff accountant who was
negligent on audits can recover from its insurer even 
if one of the partners was also negligent in reviewing 
the staff accountant’s work (N77L-1-4m) 190
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Intangible assets
Computation of total including organization costs, goodwill, 
and trademarks, but not deposits or bond discount 
(N77PII-1-4m) 168
Interest expense
Computation of interest by yield method 
(M76PI-1-2m) 2 
Excessive in relation to long-term debt 
Suspect that long-term debt is understated 
(M77A-2-37m) 128
Interest income
Computation on noninterest bearing note received for 
property (M76PI-1-14m) 4 
N o income earned on noninterest bearing note received for 
cash of equal amount (M76PI-1-13m) 4 
Prevailing interest rate at the time the note was acquired 
used to calculate interest revenue on a noninterest 
bearing note received in exchange for property sold, and 
any subsequent changes in prevailing interest rates 
should be ignored (N76PI-1-11m) 52
Interest tables
Present value of $1 
Figure ,9423 taken from the column marked 2% and the 
row marked three periods (N76T-2-35m) 95
Interim financial statements 
See Auditor’s report
Estimated bonuses assigned in reasonable portions of the 
annual amount to interim periods 
Computation on a time basis (N77PI-1-14m) 158 
Expenses within first quarter which will benefit all four 
quarters should be allocated equally to each quarter 
(M77PI-1-13m) 104 
Inventory loss from market decline which occurred in the 
second quarter should be charged to the second quarter 
(M77PI-1-14m) 104 
Results of operations 
Inherent difficulty 
Costs expensed in one interim period may benefit other 
periods (N 77T-1-13m) 203 
Revenues earned during interim period on same basis as 
followed for the full year (N77PI-1-10m) 157 
Should be viewed as reporting for an integral part of an 
annual period (N76T-1-18m) 93 
Temporary liquidation of LIFO base inventory,
Inventory should not give effect to this, and cost of sales 
for the interim period should include the expected 
cost of replacement (N77T-1-9m) 203
Internal audit 
Evaluation 
Objectivity
Consider the organizational level to which internal 
auditors report the results of their work 
(M 77A-1-5m) 124 
Might be factor in nature, timing, and extent of independent 
auditor’s procedures if its functions include study 
and evaluation of internal accounting control 
(N77A-1-14m) 180 
More concerned with operational auditing than is the external 
auditor (M76A-1-18m) 24 
Utilization of staff by CPA
Might select accounts for confirmation, based upon 
decision rules established by the CPA and with the 
CPA’s supervision, might investigate negative 
confirmation responses, for later review by the CPA, 
might age receivables, but it would be inappropriate 
to allow them to determine the adequacy of the 
allowance for bad debts (M76A-1-12m) 23
Internal control 
See also Electronic data processing
Internal control (cont.)
Accounting
Accounts receivable
Applied on test basis in some circumstances 
(M76A-1-5m) 22 
Billing function should be assigned to persons other than 
those responsible for maintaining accounts 
receivable subsidiary (M77A-2-26m) 127
Cash
Disbursements
Checks prenumbered and the prenumbers accounted 
for by the person preparing bank reconciliations 
(N77A-1-47m) 184 
Comprises the plan of organization and the procedures 
and records that are concerned with the safeguarding 
of assets and the reliability of financial records 
(N77A-1-57m) 186 
Emphasized in auditor’s study and evaluation of internal 
control (M76A-1-3m) 22 
Evaluated and found effective at interim dates 
Year-end audit must include, at a minimum,
determination that those procedures are still 
effective at year end (M77A-2-32m) 128 
Evaluating
Consider errors and irregularities that could occur and 
controls that could prevent or detect 
Review questionnaires, flowcharts, checklists, 
instructions or similar generalized materials 
used by the auditor (N77A-1-35m) 183 
Fixed-asset additions
Require authorization and approval of major fixed-asset 
additions (M77A-1-1m) 124 
Inherent limitations
Procedures whose effectiveness depends on segregation 
of duties can be circumvented by collusion 
(M77A-3-42m) 129 
Inventory
Thousands of different items of small value, but 
material in total 
Separate store-keeping function from production and 
inventory record-keeping functions 
(N77A-1-22m) 181 
Ordering merchandise
Evaluation of the timing should give primary
consideration to the trade-off between the cost of 
owning and storing excess merchandise and the 
risk of loss by not having merchandise on hand 
(M77A-1-9m) 125 
Prevent duplicate payment of vendors’ invoices 
Properly authorized and approved vouchers with
appropriate documentation should be the basis for 
check preparation (M77A-3-43m) 129 
Purchasing and receiving
See also Internal control— Purchasing 
See also Internal control— Raw materials 
Quantities excluded from receiving department copy of 
purchase order 
Encourages the department to count and inspect all 
merchandise received (M77A-1-7m) 125 
Receiving department should accept merchandise only 
if a purchase order or approval granted by the 
purchasing department is on hand 
(M77A-1-17m) 126 
Reasonable assurance
The basic concept which recognizes that the cost should 
not exceed the benefits expected 
(N76A-1-6m) 72
Review
Flowcharts most appropriate (N77A-1-52m) 185 
Separation of functions
Cash disbursements and invoice verification 
(N 77A-1-48m) 184
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Internal control 
Accounting (cont.)
Study
Tests of compliance
Obtain a reasonable degree of assurance that the 
client’s system of controls is in use and is 
operating as planned (M77A-2-23m) 127 
Tests of compliance
Statistical sampling may be applied when the client’s 
procedures leave an audit trail in the form of 
documentary evidence of compliance 
(M77A-3-60m) 131 
To prove production department employees are properly 
validating payroll timecards at a time-recording 
station
Daily reports showing time charged to job should be 
approved by the foreman and compared to the 
total hours worked on the employee timecards 
(N77A-1-24m) 181 
Unclaimed payroll checks kept by the Treasury Department 
Periodic accounting for actual checks representing 
unclaimed wages (M77A-2-31m) 727 
Weakness
Acquisitions made through and approved by department 
in need of equipment (N 77A -1-17m) 181 
Administrative
Includes the overall plan of organization and the 
procedures that are concerned with the decision 
process leading to management’s authorization of 
transactions (M77A-3-57m) 131 
Authorization 
Transaction 
Specific
Approval of a detailed construction budget for a 
warehouse (M76A-2-31m) 25 
Cash receipts
Not weakened when an employee who receives customer 
mail receipts also prepares initial cash receipts 
records, or also prepares bank deposits slips for all 
mail receipts, or also maintains a petty cash fund 
(N76A-1-8m) 73 
Weakened when an employee who receives customer mail 
receipts also records credits to individual accounts 
receivable (N76A-1-8m) 73 
Check signature plate
Operating control normally the responsibility of the 
treasurer (M76A-3-41m) 26 
Compliance testing
Attribute sampling is the most useful sampling method 
(M76A-1-20m) 24 
Include physical observations of segregation of duties 
ordinarily limited to the normal audit period 
(M76A-2-28m) 25 
Conflict of interest 
Employee of client
Action of auditor upon discovery (M76A-5) 29 
Extended procedures (M76A-5) 29 
Contact with banks for the purpose of opening company 
bank accounts should normally be the responsibility of 
the corporate treasurer (N76A-1-11m) 73 
Electronic data processing 
Invalid concept
Machine operators closely supervised by programmers 
(M76A-2-26m) 25 
Machine operators do not have accesss to the complete 
run manual (M76A-2-26m) 25 
One generation of back-up files stored off-premises 
(M76A-2-26m) 25 
Programmers do not have authorization to operate 
equipment (M76A-2-26m) 25 
Errors and irregularities
Internal control
Errors and irregularities (cont.)
Procedures to detect performed by persons other than 
those in a position to perpetrate them 
(M76A-1-5m) 22 
Flowcharts
Principal advantage as an aid in the understanding of the 
sequence and relationships of activities and 
documents (M76A-3-48m) 27 
Symbols meaning a document has been generated by a 
manual operation (M76A-3-60m) 29 
Systems
Assemble the internal control findings into a 
comprehensible format suitable for analysis 
(M77A-2-38m) 128 
Invalid concept
Custody of securities should be assigned to persons having 
the accounting responsibility for securities 
(M76A-1-14m) 23 
Person responsible for all phases of a transaction even 
though there is a clear designation of that person’s 
responsibility (M76A-1-5m) 22 
Investments
Access vested in more than one person 
(M 76A-1-14m) 23 
Properly controlled physically to prevent unauthorized 
usage (M76A-1-14m) 23 
Registered in the name of the owner 
(M76A-1-14m) 23 
Irregularity
Likely to be discovered by a well-designed system 
functioning effectively 
Fraudulent action of an individual employee 
(M76A-1-8m) 22 
Not so likely to be discovered by well-designed system 
functioning effectively 
Collusion, informal deviations from organization chart, 
and management fraud (M76A-1-8m) 22
Payroll
Duties of hiring, payroll computation, and payment to 
employees should be segregated 
(N76A-3-57m) 78 
Payroll accounting department responsibilities
Include governmental reports on employees’ earnings and 
withholding taxes (M76A-3-42m) 26 
Should not include approval of employee time records,
maintenance of records of employment, discharges, or 
pay increases, or distribution of pay checks to 
employees (M76A-3-42m) 27 
Procurement system
Determination of the effectiveness of procedures to protect 
against unauthorized persons’ issuing purchase orders 
would be an important purpose of the auditor’s review 
of the system (N76A-1-3m) 72 
Purchases
See also Internal Control— Accounting—
Purchasing and receiving 
See also Internal Control— Raw materials 
Based on observations auditor should discuss with
management effectiveness of procedures that protect 
against supplies ordered without considering possible 
volume discounts (N77A-I-25m) 182 
Separate purchasing department with authority to make 
purchases of requisitioned materials and services 
(N76A-2-40m) 77 
Raw materials 
Purchasing
Does not include obtaining third-party written quality 
and quantity reports prior to payment 
(N76A-2-31m) 76
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Internal control 
Raw materials 
Purchasing (cont.)
Includes determining the need prior to preparing the 
purchase order, systematic reporting of product 
changes which will affect raw materials, and 
obtaining financial approval prior to making a 
commitment (N76A-2-31m) 76 
Recorded assets compared with existing assets at intervals 
with appropriate action where differences occur 
(M76A-1-5m) 22 
Reports
See also Internal control reports 
Distributed to the general public
Must include the objective of internal accounting 
controls (M77A-2-33m) 128 
Responsibilities of department supervisor 
Authorizing payroll checks for terminated employees 
Initiating requests for salary adjustments for subordinates 
Reviewing and approving time reports for subordinates 
(M76A-2-40m) 26 
Small company
Insufficient number of employees for proper division of 
responsibilities 
Improve situation by direct participation of owner in 
record-keeping activities (N76A-1-15m) 73 
Study and evaluation
Purchasing and disbursement procedures
Influenced by company manual, internal audit scope 
and results, and internal control strengths that 
offset weaknesses, but not by strength or weakness 
of internal control in other areas 
(M76A-2-24m) 24 
Reasons for
Least likely reason is to determine the nature of 
transactions (N76A-3-51m) 78 
Likely to determine the extent of audit testing, to serve 
as a basis for reliance on the controls, and to serve 
as a basis for constructive service suggestions 
(N76A-3-51m) 78
Weakness
Assigning department supervisor the responsibility for 
distributing payroll checks to subordinate employees 
(M76A-2-40m) 26 
Weaknesses and necessary improvements in control over 
parking lot cash receipts (M76A-5) 30
Internal control reports
See also Internal control—Reports
Governmental agency with study based on agency criteria 
Should identify matters covered by the study, indicate 
whether the study included tests of compliance 
with procedures covered by the auditor’s study, and 
express a conclusion, based on the agency criteria, 
concerning the procedures studied 
(N76A-3-43m) 77 
Should not exclude any relevant condition that the auditor 
believes to be a material weakness although not 
covered by the criteria of the agency 
(N76A-3-43m) 77 
Responsibility to decide usefulness to the general public 
Belongs to regulatory agencies, directors, and officers, but 
not to stockholders (M76A-1-6m) 22
Interviews 
Plant manager
Likely to rely upon this as primary support for the 
necessity to record a provision for deferred 
maintenance costs (M76A-3-50m) 27
Inventory
See also Electronic data processing
Quantitative methods—Economic order quantity
Inventory (cont.)
Audit procedures
Client uses statistical sampling rather than 100% count 
Changed procedures or in addition to normal 
(N76A-4) 79 
Cut-offs
Purchases and sales
To detect whether goods included in count were not 
recorded as sales in the current period 
(M77A-2-27m) 127 
Letter of representation
Reminds management that the primary responsibility 
for the overall fairness of the financial statements 
rests with management and not with the auditor 
(M77A-3-51m) 130 
Normal whenever a client conducts a periodic count of all 
or part (N76A-4) 79 
Observation
Primary objective
Provides evidence of existence (N76A-1-2m) 72 
Obtain direct knowledge that inventory exists and has 
been properly counted (N77A-1-31m) 182 
Change from FIFO to LIFO computation of effect on income 
(M76PI-4) 9 
Consignor should not carry at selling price 
(N76PII-1-14m) 64 
Cost of goods available for sale
Computation given cost of goods sold, relationship to 
selling expenses, selling expenses, and ending 
inventory (M77PII-1-13m) 115
Cut-off
Purchase procedures to test that the company holds legal 
title to merchandise included in inventory 
(N76A-3-55m) 78 
Difference between the FIFO assumption of earnings and 
operating cycle and those of LIFO (N76T-5) 97 
Economic order quantity 
See Quantitative methods 
Effect of changing from FIFO to LIFO on net earnings and 
working capital, ignoring income tax (N76T-5) 97 
Ending
Computation given beginning inventory, purchases, sales, 
and gross profit margin (M77PII-1-15m) 115
FIFO
Approximates specific identification of the actual flow of 
costs and units in most manufacturing 
(N77T-1-19m) 204 
FIFO valuation lower than LIFO
Purchase cost must have been moving down 
(M77T-1-10m) 148 
Fire loss
Estimated by gross profit method computation 
(N76PII-1-15m) 64 
Fire loss computation (M76PII-1-13m) 15 
LIFO
Reserve for the replacement of LIFO inventory 
Why and how established and where shown on balance 
sheet (N76T-5) 97 
LIFO dollar-value computation (M76PI-4) 9 
LIFO retail computation (M76PI-4) 9 
Lower of cost or market
Determination of unit values for two products given cost, 
replacement cost, normal profit margin rate, selling 
price, and cost to dispose (M77PII-1-14m) 115 
Market is current replacement cost 
(M77T-1-11m) 148 
Unit declined in value below cost 
Market exceeds net realizable value 
Valuation is net realizable value 
(N77T-1-17m) 204
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Inventory (cont.)
Periodic
Purchase unrecorded and merchandise not counted 
Assets understated, liabilities understated, but no effect 
on either stockholders’ equity or net earnings 
(M77T-2-25m) 150 
Weighted average
Computation (N77PI-1-13m) 158 
Perpetual
Weighted moving average
Computation (N77PI-1-12m) 158 
Reorder point
Anticipated demand during the lead time, ignoring safety 
stocks (M76PI-2-36m) 7 
Retail inventory method 
Computation (N77PI-1-11m) 158 
LIFO (M76PI-4) 9 
Total annual inventory ordering and carrying expenses 
Computation given cost per dozen, number of dozen sold 
annually, 10% return on inventory investment 
desired, additional cost of carrying inventory, cost of 
handling purchase order, and order size 
(M77PI-2-30m) 107
Investments
See also Equity method 
Bonds
Purchased between interest dates
Journal entry computation (N76PII-1-11m) 64 
Purchased between interest dates and at a premium 
(M77PI-5) 111 
Cost method
Account balance (N76PI-5) 60 
Income reported computation (N76PI-5) 60 
Effect upon classification, carrying value, and earnings for 
each of four independent given situations 
(N77T-4) 207 
Equity method 
See also Equity method
Account balance computation (N76PI-5) 60 
Carrying value given percentage of ownership, purchase 
price, book value, excess attributable to an intangible 
with a useful life of ten years, and income exceeding 
dividends (N76PII-1-10m) 64 
Dividends received reduce investment account 
(N76T-1-10m) 93 
Entries at acquisition, for parent’s share of subsidiary 
income or loss, and for subsidiary dividends 
received (N77PII-5) 176 
Equity in net income of 25 % owned company 
Computation given net income of that company, cost at 
the beginning of that year, fair value of its net 
assets, and that the excess of cost has an 
indeterminate life (which means use 40 years) 
(M77PI-1-12m) 104 
Error of crediting dividend revenue for a dividend
received results in overstatements of investments and 
retained earnings (M77T-1-6m) 147 
Income
Computation given cost, percentage interest, net assets, 
net income and that maximum income is desired 
(goodwill amortized over 40 years) 
(N77PII-1-16m) 170 
Income reported computation (N76PI-5) 60 
Purchase of 40% of a company during the last quarter at 
a price in excess of net assets with goodwill amortized 
a full year in the year of purchase, net income during 
the last quarter and dividends declared 
(M77PI-5) 111 
Recorded value is cost at date of acquisition 
(M77PI-1-11m) 104 
Theory in terms of both substance and form 
(N76T-3) 96
Investments
Equity method (cont.)
Factors in determining whether investments are current or 
noncurrent and how these factors affect the 
accounting treatment for unrealized losses 
(N77T-4) 207 
Long-term
Loan to 40% owned company (M77PI-5) 111 
Schedule balance given purchase of bonds at a
premium and between interest dates, stock at cost 
plus equity minus amortization of goodwill, and 
loan to 40% owned company 
(M77PI-5) 111 
Marketable securities
Best persons to make periodic reviews of the 
investment activity should be an investment 
committee of the board of directors 
(N76A-3-54m) 78 
Schedule balance given cost, market, number of shares, 
stock dividend (M77PI-5) 111 
Mistakenly recording a 40% investment in a company with 
net income exceeding dividends using cost rather than 
equity would understate the investment account, 
understate net income, and understate retained 
earnings (M76T-1-9m) 43 
Net income
Transactions affecting, including dividends received, gain 
on sale, bond interest on bonds purchased between 
interest dates and at a premium, equity in earnings 
of 40% owned company less goodwill amortization, 
and life insurance expense and settlement 
(M77PI-5) 111 
Reasons companies maintain an investment portfolio of 
current and noncurrent securities (N77T-4) 207 
Timing difference in accounting and tax because equity in 
earnings of 30% owned company exceeds taxable 
dividends received from it (M76T-6) 47
Investment tax credit
See also Federal income tax 
Computation of amount credited to income 
(M76PI-1-6m) 2
Irregularities
Auditor of 1900 was more concerned with the detection of 
these than is the auditor of today 
(M76A-2-29m) 25
Jackson Company (N77PI-4) 164
Jericho Variety Store (M76PI-4) 9
Joint products
See also Cost accounting 
Sell (at split-off) or process further 
Joint cost is irrelevant to the decision 
(M77T-2-34m) 151
K
Kiting
Audit procedures
Examining paid checks returned with the bank statement 
of the next accounting period after year end 
(N76A-2-28m) 75 
On the last day of the fiscal year, the cash disbursements 
clerk drew a company check on bank A and deposited 
the check in the company account bank B to cover a 
previous theft of cash, and the disbursement has not 
been recorded (N76A-2-28m) 75
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Land 
See Fixed assets
Leases
Lessee
Capital
Audit procedures
Evaluate the propriety of the interest rate used in 
discounting the future lease payments 
(M76A-3-59m) 28 
Computation of depreciation given equal annual
payment, useful life with no salvage, length of lease, 
and present value of an annuity of $1 in advance 
for the useful life at 10% (N77PI-4) 164 
Computation of interest expense equal annual payments 
for useful life, present value of an annuity of $1 in 
advance for the useful life at 10%, payment made 
at beginning of lease, interest rate, and date of 
lease (N77PI-4) 164
Cost
Present value of the future minimum lease payments 
(exclusive of executory costs and any profit 
thereon) discounted at an appropriate rate 
(N77T-1-5m) 202 
Expense first year of lease equals interest (fair and 
adequate rate specified in lease) on purchase price 
minus down payment plus depreciation (cost 
with no salvage divided by ten-year life) 
(N76PI-1-13m) 52 
Theoretical basis
Lease effectively conveys all benefits and risks 
incident to the ownership of property 
(N77T-1-20m) 204
Operating
Computation of rental expense given monthly rental and 
date of lease (N77PI-4) 164 
Rent expense computation (N76PI-1-4m) 50 
Lessor 
Financing
Interest entry at end of first year 
(M77PII-1-2m) 113 
Operating (M76PI-5) 10
Computation of depreciation given useful life, no 
salvage, cost, and date of lease 
(N77PI-4) 164 
Computation of rental income given monthly rental and 
date of lease (N77PI-4) 164 
Income before income taxes computation 
(N76PI-1-3m) 50 
Sale (M76PI-5) 10
Income before income taxes in year of lease equals sales 
price minus cost plus interest (fair and adequate 
rate specified in lease) on sales price minus down 
payment (N76PI-1-12m) 52 
Interest income (M76PI-5) 10 
Treated as operating
Effect on net income during the first year of a lease of 
mistakenly treating it as an operating lease 
(M76T-1-18m) 44 
Theory in terms of both substance and form (including sale 
and leaseback) (N76T-3) 96 
While not GAAP there is theoretical justification for 
considering all leases to be sales or purchases 
Lease reflects purchase or sale of a quantifiable right to the 
use of property (N77T-1-21m) 204
Legal liability of accountants 
See Accountant’s legal liability
Letter of representation
Reminds management that the primary responsibility for the 
overall fairness of the financial statements rests with 
management and not with the auditor 
(M77A-3-51m) 130
Liabilities
Estimated
Potential prizes
Computation given unit sales, estimated percent that 
will be redeemed, number necessary to get a prize, 
prizes purchased in units and dollars, and units of 
prizes distributed (N77PII-1-3m) 168
Liability for unredeemed coupons computation 
(N76PII-1-4m) 63
Liberty, Inc. (M76PI-3) 8
Linear programming
See Quantitative methods
Long-term contracts
Completed contract (M76PI-5) 10 
Percentage of completion (M76PI-5) 10
Revenues earned during interim period on same basis as 
followed for the full year (N77PI-1-10m) 157 
Gross profit recognized computation given contract price, 
costs incurred during the year, and estimated costs to 
complete (N76PII-1-2m) 62
Long-term debt
Issued at a premium
Stated interest rate is above the prevailing market rate 
(M77T-1-16m) 149
Lower-of-cost-or-market
Conservatism (M76T-1-4m) 42
M
Machine
See Fixed assets
Make or buy
See Cost accounting
Management accounting 
See Managerial accounting
Management advisory services 
Primary purpose
Provide advice and technical assistance which will enable a 
client to conduct his business more effectively 
(M77A-3-56m) 131
Management letter 
Primary purpose
Written record of discussions between auditor and client 
concerning the auditor’s observations and suggestions 
for improvements (N77A-1-16m) 180
Managerial accounting 
See also Breakeven 
See also Cost accounting 
See also Quantitative methods 
Decision involving joint products 
Sell (at split off) or process further 
Joint cost is irrelevant to the decision 
(M77T-2-34m) 151
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Managerial accounting (cont.)
Decision making
Net profit from total operations
Computation schedule for each of three alternatives 
after closing certain operations; merely closing 
those operations; expanding another operation; 
negotiation of a long-term contract on a royalty 
basis with a competitor (M77PII-4) 119 
Raise funds by issuing bonds or cumulative preferred 
Interest affects the total liabilities (through current 
liabilities) each year while dividends do not 
(M77T-2-32m) 151 
Net earnings available to common reduced by interest and 
preferred dividends (M77T-2-33m) 151 
Replace or continue operating present equipment 
Computation schedules of net initial outlay before 
income taxes and net present value of investment 
before income tax and recommendation 
(M77PII-4) 120 
Replace or retain old machine
Based on the difference in the variable operating costs of 
the two machines, disposal value of the old machine, 
and the cost of the new machine, showing the 
irrelevance of the book value of the old machine, and 
ignores present-value and income tax 
(N76PI-2-22m) 54 
Make or buy
See also Cost accounting 
Relevant costs
Computation involving $5,000 additional cost to buy a 
part rather than make, $20,000 of inescapable fixed 
costs if buy, and savings of $40,000 in producing 
another part by diverting the productive facilities 
presently utilized in making 
(N77PI-2-36m) 162 
Special order
Operating below capacity 
Computation of increase in income by accepting annual 
unit capacity, total variable costs at capacity, 
number of units in special order, regular selling 
price, and discount rate for the special order 
(N77PI-2-38m) 162
Materiality
Directly related to precision, a statistical measure of the
maximum likely difference between the sample estimate 
and the true but unknown population total 
(N76A-1-7m) 72 
Example
Importance of an error in any one account greater where 
there are a few large accounts receivable that total 
$1,000,000 than where there are a great number of 
small accounts totaling $1,000,000 
(N77A-1-5m) 179
Meadow Corporation (N77PII-5) 176
Mikis Company (N76PI-5) 60
Minority interest 
Computation for two subsidiaries using “parent company 
theory” (N77PII-5) 176
Mr. and Mrs. Adams (N77PI-5) 166
Mr. and Mrs. Bauer (N76PI-3) 56
Mr. Washington (N77PI-5) 165
Municipalities 
See also Governmental Accounting 
Budgetary accounts
Encumbrances (M76T-2-39m) 46
Municipalities (cont.)
Enterprise fund
Electric Utility Fund
Depreciation and provision for doubtful accounts should 
be expensed on its statement of revenues and 
expenses (income statement) but not prepaid 
insurance (M77PI-1-16m) 105 
Recreational facilities run by a governmental unit and 
financed on a user-charge basis 
(N76T-2-38m) 96 
General fixed asset group of accounts
An accounting entity (M76T-2-36m) 46 
General Fund
Entry to record purchase orders to vendors and suppliers 
(M77PI-1-15m) 105 
Financial statements
Include analysis of changes in fund balance, statement 
of expenditures and encumbrances compared with 
authorizations, and statement of revenue— actual 
and estimated (N76T-2-40m) 96 
Not recommended is statement of cash receipts and 
disbursements (N76T-2-40m) 96 
Historical costs presented in the financial statements 
(N76T-2-44m) 96 
In financial reporting legal provisions take precedence over 
generally accepted governmental accounting principles 
if there is a conflict (N76T-2-39m) 96 
Intragovernmental service fund 
Accounts for the activities of a central data processing 
department which offers data processing services at a 
discount to other municipal departments 
(M76T-2-27m) 45 
Reserve for encumbrances
A reservation of the fund’s equity (N76T-2-37m) 95 
Special-assessment funds
Statement of financial position 
May be reported on a combined basis which shows the 
total for both funds and has separate columns to 
present account balances for each fund 
(N76T-2-42m) 96 
Trust fund
Activities of employees’ retirement and pension system 
(M76T-2-37m) 46
N
National Bankruptcy Act (N77L-2-30m) 194
Negotiable instruments 
See Commercial paper
Net earnings 
See Net income
Net income 
See also Net profit from total operations 
See also Partnership
Accrual accounting (M76T-1-3m) 42 
Computation given amount before depreciation, before tax, 
and before effect of change in depreciation method for 
accounting purposes (but not for tax), information to 
compute depreciation and the tax rate 
(M77PI-1-1m) 102 
Computation given amount before depreciation, before tax, 
and before effect of change in estimated lives of 
depreciable items, depreciation based on the new lives, 
and the tax rate (M77PI-1-2m) 102 
Decreased by failure to amortize bond premium 
(N76T-1-20m) 94 
Parent’s equals consolidated (N76T-1-21m) 94
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Net income (cont.)
Periodic
Conventionally measured by a transactions approach 
(M76T-1-1m) 42 
Transactions affecting including dividends received, gain on 
sale, bond interest on bonds purchased between interest 
dates and at a premium, equity in earnings of 40% 
owned company less goodwill amortization, and life 
insurance expense and settlement (M77PI-5) 111 
Transactions approach (M76T-1-1m) 42
Net profit from total operations
Computation schedule for each of three alternatives after 
closing certain operations: merely those operations; 
expanding another operation; negotiation of a long-term 
contract on a royalty basis with a competitor 
(M77PII-4) 119
Nonmonetary transactions
Equipment recorded at fair market value (which was above 
cost) of investment securities exchanged for it with a 
gain recorded (N76PI-1-18m) 53 
Exchange not essentially the culmination of an earning 
process
Entity paying the monetary consideration should not 
recognize any gain (M77PII-1-7m) 114 
Pretax gain equals the cash received minus (cost of asset 
given up in exchange times the ratio of the cash 
received to the total consideration received) 
(M77PII-1-6m) 114 
Recipient of cash, who recorded gain, would record the 
asset received at the carrying value of the asset 
exchanged minus (cost of asset given up in exchange 
times the ratio of the cash received to the total 
consideration received) (M77PIT-1-8m) 114 
Fixed asset 
Cost
Computation based on entity paying cash should not 
recognize any gain on exchanges not the 
culmination of an earning process but should 
record the asset received at the amount of cash 
paid plus the book value of the trade-in 
(N 77PIM -1m) 168 
Nonreciprocal transfers with owners 
Dividends 
From investment in common stock
Loss taken from carrying value to market value as of 
date of declaration (M77PII-1-5m) 114
Trade-in
Amount to be recorded for new asset when cash boot is 
given (M76T-3) 46 
Cost of new truck (M76PTI-1-10m) 14 -
North Salem Company (N76PI-5) 60
Notes receivable
Charged in the subsequent period from the cash
disbursements journal should alert the auditor to the 
possibility that a contingent liability has 
become real and has been settled 
(N76A-3-44m) 77 
Established exchange price for personal property sold in 
consideration for a noninterest bearing note may be 
used to establish the present value of the note, 
particularly when the present value of the note 
discounted at a “reasonable” rate would be 
approximately 1 % less than the established price 
(N76PI-1-10m) 51 
Noninterest bearing
Computation of interest earned if received for property 
(M76PI-1-14m) 4 
No income earned if issued for cash of equal amount 
(M76PI-1-13m) 4
Notes receivable 
Noninterest bearing (cont.)
Three-year
Recorded at face at beginning of year of sale when it 
was received 
Effect on net income of year of sale and next three 
years
Overstate, understate, understate, zero 
(N76T-1-15m) 93 
Valuation net of unamortized discount
Computation given two notes of given amount due at 
end of the next two years and 10% as a fair rate 
(N77PII-1-11m) 169 
Prevailing interest rate at the time the note was acquired 
used to calculate interest revenue on a noninterest bear­
ing note received in exchange for property sold, and any 
subsequent changes in prevailing interest rates should be 
ignored (N76PI-1-11 m) 52
Notes
See Footnotes
O
Operating loss carryforward 
Tax benefit
Computation given operating loss of prior year, operating 
income of current year, and tax rate 
(M77PII-1-10m) 114
Operational audit 
A primary purpose
A measure of management performance in meeting 
organizational goals (M77A-1-8m) 125
Operations research
See Quantitative methods
Opinion
See Auditor’s report
Opportunity cost
A vital part of decision making but omitted from 
conventional accounting (N76T-2-27m) 95 
Measurable value of an alternative use of resources 
(N77T-2-36m) 206 
Usually relevant, but not part of traditional accounting 
records (N76PI-2-23m) 54
Organization costs
Amortization computation over maximum period allowable 
under GAAP (M76PII-1-5m) 13 
Improvements to leased offices prior to occupancy or 
operations do not qualify (M76PII-1-5m) 13
Overall analysis
See Financial statement analysis
Paid-in capital 
See Capital in excess of par value
Papers
Working
See Working papers
Parol evidence rule (N76L-1-6m) 83
Partnership 
See also Federal income tax
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Partnership (cont.)
Admission of partner 
Investment
Goodwill not recorded with computation of capital 
balances (M76PII-1-8m) 14 
Goodwill recorded with computation of capital balances 
(M 76PIM -14m) 15 
Agreement silent as to whether partners may assign their 
interests
Partner assigns his interest to a personal creditor 
Discussion of rights of partners and effects of the 
assignment (M77L-5) 143 
Appropriate public notice of partner’s retirement 
Ex-partner has the apparent authority to bind the
partnership in contracts he makes with persons who 
have previously dealt with the partnership and are 
unaware of his retirement (N76L-1-10m) 83 
Assignment of 90% of a partner’s interest to his largest 
creditor does not alter the legal status of the 
partnership (M76L-6) 39 
“Buy-out” agreement
Provides for automatic continuation of the firm, usually 
under the original name, despite death of a partner, 
and specifies method of determining the value of the 
decedent’s partnership interest (M76L-6) 39 
Capital balances
Schedule with additional investments, net income, and 
withdrawals (M77PI-4) 110 
Creditor’s rights upon assignment of 90% of a partner’s 
interest are limited to receipt of his share of the profits 
assigned (M76L-6) 39 
General 
Dissolution
Profits distributed only after all prior parties, including 
partners, have had their various claims satisfied 
(N77L-1-8m) 191 
Partnership and one partner insolvent in bankruptcy sense 
Other partner has sufficient assets to satisfy all personal 
creditors as well as the obligations of the firm and 
will be liable to partnership creditors to the extent 
that their claims exceed partnership assets 
(N77L-1-16m) 192 
General partner not personally liable on a personal mortgage 
loan obtained by one of the other partners on his 
residence to which that partner, without authority, 
signed the partnership name on the note 
(N 77L -M 2m ) 192 
Liability 
Estoppel
Limited partner whose name appears in partnership name 
is liable as general partner to creditors who extend 
credit to the partnership without actual knowledge 
that he is not a general partner (M76L-6) 39 
General partners
Unlimited joint and several liability (M76L-6) 39 
Incoming general partner’s liability as to obligations 
incurred prior to his entry cannot exceed his capital 
contribution (M76L-6) 39 
Limited partners took part in control of the business and 
became liable as general partners (M76L-6) 39 
Limited
Absent any contrary provisions in the agreement 
Dissolved when a general partner retires and all the 
remaining general partners do not consent to 
continue (N76L-1-13m) 84 
Not dissolved when a limited partner assigns his
partnership interest to an outsider and the purchaser 
becomes a substituted limited partner 
(N76L-1-13m) 84 
Not dissolved when a limited partner dies and his estate 
is insolvent (N76L-1-13m) 84
Partnership
Limited
Absent (cont.)
Not dissolved when a personal creditor of a general 
partner obtains a judgment against the general 
partner’s interest in the limited partnership 
(N76L-1-13m) 84 
Cannot be created unless there is an enabling statute in 
the jurisdiction (N76L-1-14m) 84 
Dissolution
Limited partners who make bona fide loans to the
partnership are treated the same as other creditors 
(N77L-1-11m) 191 
Limited partner’s capital contribution creates an intangible 
personal property right of the limited partner in the 
limited partnership (N76L-1-15m) 84 
Three general partners and 1,100 limited partners living in 
various states 
Limited-partnership interests were offered to general 
public at $5,000 per partnership interest 
The limited-partnership interests are “securities”
within the meaning of the Securities Act of 1933 
(N76L-1-16m) 84 
Under given circumstances can only be availed of if the 
state in which it is created has adopted the Uniform 
Limited Partnership Act or a similar statute 
(N77L-1-7m) 191 
Limited partner
Has liability to creditors if he takes part in the control of 
the business even though he is held out as being a 
limited partner (N76L-1-11m) 83 
May not withdraw his capital contribution unless there is 
sufficient limited-partnership property to pay all 
general creditors (N76L-1-11m) 83 
May own limited-partnership interests in other competing 
limited partnerships (N76L-1 -11m ) 83 
Not automatically an agent for the partnership with 
apparent authority to bind the limited partnership 
in contract (N76L-1-11m) 83 
Net income
Schedule showing the division among the three partners 
with interest on average capital balances and 
remainder equally (M77PI-4) 110 
Offering of limited-partnership interests to the public 
Securities Act of 1933 requires registration despite fact 
that client is not selling stock or another traditional 
“security” (N77L-1-6m) 191 
Other partners purchase a partner’s interest
Payment of $50,000 for the goodwill of the outgoing 
partner has important tax consequences to him and 
the firm (N76L-1-8m) 83 
Partner sold partnership truck and kept proceeds
Discussion of circumstances under which partnership may 
regain title (M77L-5) 143 
Partner sold partnership truck and kept proceeds 
Liable because tort of conversion, money wrongfully 
received, or money in trust (M77L-5) 143 
“Partnership property” and “partnership interest” distinction 
and its importance (M77L-5) 143 
Surviving partners have a right of survivorship in all 
partnership property, and such is not subject to a 
surviving spouse’s award in a deceased partner’s last will 
and testament (M76L-6) 39 
Widow of deceased partner has right to compensation for her 
husband’s partnership interest and, if partners wish to 
continue without a “winding up” and under existing 
name, may involve negotiation, appraisal or litigation 
(M76L-6) 39
Partnership of Gary, Jerome, and Paul (M77PI-4) 110
Paul Corporation (N77PI-3) 163
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Payback period 
See Capital budgeting 
See Quantitative methods
Payroll 
Audit procedures
Observing a client’s distribution of payroll checks 
Reason
Separation of payroll duties is less than adequate for 
effective internal control (N77A-1-49m) 185 
Surprise observation of distribution of paychecks
To satisfy auditor that names on the company payroll 
are those of bona fide employees presently on the 
job (N77A-1-8m) 179 
Trace number of hours worked as shown on payroll to 
time cards and time reports signed by the foreman 
(N76A-2-24m) 75
Payroll transactions 
Audit procedures 
Primary concern 
Overpayments and unauthorized payments 
(M77A-3-53m) 130
Pension plans 
Benefits 
Vested
Not contingent upon an employee’s continuing service 
(M77T-1-20m) 149 
Deferred pension cost
Computation (M77PII--1-11m) 114 
Definitions of actuarial gains and losses, funded plan,
interest, normal cost, past service cost, prior service cost, 
and vested benefits (M76T-4) 47 
Disclosures required (M76T-4) 47 
Journal entries to record the funding of past service costs 
and pension expenses (M76T-4) 47 
Past service costs
Upon adoption of plan amortized over current and future 
periods benefitted (N76T-1-17m) 93 
Past service costs and prior service costs 
Difference
Past refers to costs applicable prior to inception of the 
plan, and prior to costs applicable to periods prior 
to a particular date of actuarial valuation 
(N77T-1-15m) 204 
Provision for pension cost 
Maximum
Computation for first year of plan given normal cost and 
past-service cost (N77PII-1-6m) 169 
Provision for pension cost computation 
(N76PI-1-5m) 51 
Terminal funding and pay-as-you-go not accepted because 
they do not recognize pension costs prior to the 
retirement of employees (N77T-1-16m) 204
Permanent file
See also Working papers 
Audit working papers 
Retention period
Statutory period within which legal action may be
brought against the CPA (M76A-1-13m) 23
PERT
See Quantitative methods— Program evaluation and review 
technique
Peters, Inc. and Subsidiary (M77PI-4) 110
Piecemeal 
See Auditor’s report— Opinion
Plant assets
See Fixed assets
Predecessor auditor
May allow successor to review his working papers with the 
client’s permission (M76A-1-15m) 23
Preferred stock 
Convertible
No gain on conversion (M77PI-5) 111 
Cumulative
Dividends do not accrue (M77PI-5) 111
Premium on stock 
See Capital in excess of par value
Prepaid insurance 
Audit procedures
Include recomputing the portion expired, excerpts of
insurance policies, and examining support for premium 
payments, but not confirming premium rates with an 
independent insurance broker 
(M76A-2-32m) 25
Present value
See also Capital budgeting 
See also Quantitative methods 
Bonds payable
Theoretically should be reported at the present value of 
the principal plus the present value of the interest 
discounted at the effective interest rate for both 
principal and interest (M76T-1-8m) 43
Price-level adjustments
See also Assets—Valuation methods 
Amounts reported in financial statements that have been 
adjusted for general price-level changes are not 
departures from historical cost (M76T-1-11m) 43 
Computation of selected amounts shown on balance sheet 
(M76PI-1-15m) 4 
Depreciation (M76PI-1-16m) 4 
Computation of straight-line times the ratio of the current 
index to the index in the year of acquisition of the 
machine (M77PI-1-17m) 105 
Gain on sale of depreciated equipment reported on general 
price-level statement of income computation 
(N76PII-1-6m) 63 
Gain on sale of land reported on general price-level 
statement of income computation 
(N76PII-5m) 63 
General price-level loss from holding receivables during 
inflation description including computation of such a 
loss given a receivable amount and the inflation rate 
(M77T-6) 153 
General purchasing power loss
Occurs when holding net monetary assets during inflation 
and is recognized in units-of-general-purchasing-power 
financial statements (M76T-1-17m) 44 
Machine 
Cost
Computation of historical cost times the ratio of the 
current index to the index in the year of acquisition 
of the machine (M77PI-1-18m) 105 
Machinery and equipment net of accumulated depreciation 
shown on general price-level balance sheet computation 
(N76PII-1-7m) 63 
Mixed dollars
Explanation of how financial statements restated for 
price-level changes eliminate this weakness of 
unadjusted statements using property, plant, and 
equipment as an example (N77T-7) 208 
Meaning and reason this is a weakness of unadjusted 
statements (N77T-7) 208 
Monetary and nonmonetary assets
Factors determining whether an asset or liability is
classified as monetary or nonmonetary and the reasons 
for recognizing gains and losses from monetary items 
and not for nonmonetary (N77T-7) 208
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Price-level adjustments (cont.)
Monetary items
Obligations under capitalized leases 
(M76T-1-16m) 44 
Receivables under capitalized leases 
(M76T-1-16m) 44 
Unamortized discount on bonds payable 
(M76T-1-16m) 44 
Nonmonetary items
Minority interest (M76T-1-16m) 44 
Price-level adjusted financial statements
Compare uniform purchasing power among various 
periods (M77T-1-7m) 148 
Do not measure current value (M77T-1-7m) 148 
Measure earnings in terms of a common dollar 
(M77T-1-7m) 148 
Use historical cost (M77T-1-7m) 148
Price to be determined in accordance with the refinery’s price as 
the close of business on the delivery date 
Enforceable even though the price has some degree of 
uncertainty (N76L-1-12m) 84
Principal auditor (N77A-1-20m) 181
Printing Company (N76PI-4) 58
Prior period adjustments (M77T-1-18m) 149
Pro forma
Income calculation for a month (M76PI-2-23m)
Pro forma statements
Auditor could consider rendering an opinion
When the proposed transactions are subject to a definitive 
agreement among the parties 
(N77A-1-10m) 180
Probability
See Quantitative methods
Procedures
See Audit procedures
Process costing
See Cost accounting
Program evaluation and review technique (PERT)
See Quantitative methods
Property
Communication of an interest in receiving offers for a
portion of property does not constitute an offer to sell 
(M76L-2-25m) 34 
Damages for sale to another while option was outstanding 
would typically be the difference between the fair 
market value and the contract price on the day the 
contract was to be performed (N77L-4) 199 
Deed
Failure to record will not affect the rights between the 
parties (N76L-3-43m) 87 
Easement
Cannot be obtained by prescription if the claimant’s use of 
the land has been interrupted by the prompt action of 
the landowner (N76L-3-42m) 87 
Created by an express grant
Must be in writing to be valid (M77L-3-36m) 141 
May be conveyed by the easement owner to another party 
who purchases the land owned by the easement owner 
(N76L-3-42m) 87 
May be created by reservation (N76L-3-42m) 87 
May be mere right to the use of another’s land but must be 
obtained for the benefit of the land owned by the 
party obtaining the easement (N76L-3-42m) 87
Property (cont.)
Joint tenancy
Provides a right of survivorship in the surviving joint 
tenant (M76L-2-26m) 34 
Leasehold interest
A obtained a 25-year leasehold interest in an office building 
from the owner, B, and B’s death will not terminate it 
(N76L-3-41m) 87 
Mortgage
Properly recorded gives constructive notice to subsequent 
purchasers and mortgagees of the recording 
mortgagee’s interest (N76L-3-44m) 87 
Novation
Buyer of house agreed to pay existing mortgage and 
mortgagor released original mortgagee 
(N76L-3-40m) 87 
Option not binding due to failure of consideration, although 
there is a fictional statement of receipt of consideration 
in the option (N77L-4) 199 
Personal
Detachable trade fixtures (M77L-3-37m) 141 
Real
Contract of sale silent as to marketable title and type of 
deed
Implied covenant of marketable title to be delivered at 
closing (M77L-3-44m) 142 
Detachable trade fixtures not real property 
(M77L-3-37m) 141 
Joint tenant’s interest
Will not pass under the laws of intestate succession 
(M77L-3-39m) 141 
Owner conveyed it to A for his lifetime with the remainder 
interest upon A’s death to B 
A has a possessory interest in the land and B has a 
future interest (M77L-3-40m) 142 
Personal property may be converted into and become a 
part of real least relevant in ascertaining 
Legal formalities which the parties satisfied in relation to 
the property in question, such as a signed, sealed, 
and witnessed document (M77L-3-38m) 141 
Personal property may be converted into and become a 
part of real 
Relevant in ascertaining 
Actual intent of the parties 
Mode and degree of annexation 
Use and purpose the property serves in relation to the 
real property (M77L-3-38m) 141
Sale
Consideration was check plus buyer’s promise in writing to 
pay existing mortgage 
Seller remains liable to mortgagor despite buyer’s 
promise (M77L-2-29m) 140 
Seller’s contract gives buyer an implied covenant that his 
title would be marketable at the time of the closing 
(M76L-2-27m) 35 
Specific performance not available as a remedy in a contract 
for property sold to a good faith third-party purchaser 
(N77L-4) 199 
Title by adverse possession
An individual who has obtained such title to land can 
convey good title to a subsequent purchaser 
(M76L-2-24m) 34 
Warranty deed
Recordation would provide constructive notice of
purchaser’s rights to subsequent purchasers of the real 
property even though they do not have actual notice 
(M76L-2-23m) 34
Property, plant & equipment 
See also Fixed assets
General characteristics and audit objectives 
(N77A-3) 187
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Property, plant & equipment (cont.)
Indication of whether or not given items (generally having 
to do with additions to or reductions of specific fixed 
asset accounts) require audit adjustment or 
reclassification and explanation of position taken 
(N77A-3) 187
Purchase commitments 
No eff ect on income statement or tax (N76PI-5) 60
Purchasing
Audit procedures
Materials-purchasing cycle 
Primary objective in reviewing
Evaluate the reliability of information generated as a 
result of the purchasing process 
(M77A-2-22m) 126
Putnam Company (M77PI-5) 111
Quality Company (N76PI-4) 57
Quality control 
Accept or continue a client 
Primary purpose
To minimize the likelihood of association with clients 
whose managements lack integrity 
(M77A-1-19m) 126 
Acceptance of a client
Likely to make inquiries of the proposed client’s legal 
counsel, review financial statements of the proposed 
client, and make inquiries of previous auditors 
(N76A-2-32m) 76 
Not likely to review the personnel practices of the proposed 
client (N76A-2-32m) 76 
Assigning personnel
Requiring timely identification of the staffing requirements 
of specific engagements so that enough qualified 
personnel can be made available 
(N76A-1-5m) 72 
Independence
May emphasize independence of mental attitude in firm 
training and in supervision and review of work 
(N77A-1-27m) 182 
Independent auditors should establish policies and procedures 
for deciding whether to accept or continue a client 
(M76A-2-36m) 26 
Professional development of staff accountants
Provides reasonable assurance that staff personnel will 
have the knowledge required to enable them to fulfill 
responsibilities (N76A-1-10m) 73
Quantitative methods 
See also Breakeven 
See also Ratios
Accounting (book-value) rate of return on initial required 
investment computation given cost of machine, 
straight-line depreciation, useful life, additional cash 
revenues per year, and tax rate 
(M77PI-2-21m) 106 
Amount of an annuity
To invest a certain sum at the end of each year for five 
years, earn 6% compounded annually, and have 
$30,000 at the end of five years, the required annual 
investment may be computed by dividing $30,000 by 
the amount of an annuity of $1 at 6% at the end of 
each year for five years (N76T-2-43m) 96
Quantitative methods (cont.)
Compound interest
Indication of the calculation of equal semi-annual payments 
to have $10,000 at the end of 20 years with 6% 
interest compounded semi-annually ($10,000 divided 
by the future amount of an ordinary annuity of 40 
payments of $1 at 3% per period)
(M77PI-2-34m) 108 
Correlation
Coefficient of zero would indicate that a scatter diagram of 
those two variables would appear as random points 
(M76PI-2-27m) 6 
Coefficient range is — 1 to +1 (M76PI-2-29m) 6 
If appropriate data to determine the relationship between 
spoiled units and the day of the week are collected, 
the resultant number provides a measure of the extent 
to which the day of the week accounts for the 
variability in the spoiled units 
(M77PI-2-23m) 106 
Scattergram (scatter chart) shows a high degree of linear 
correlation (M77PI-2-31m) 107 
Discounted cash flow
See Assets—Valuation methods 
Economic order quantity
Computation given cost per dozen, number of dozen sold 
annually, 10% return on inventory investment desired, 
additional cost of carrying inventory, and cost of 
handling purchase order (M77PI-2-29m) 107 
Computation (N77PI-2-25m) 160 
Define and discuss including the assumptions and
accounting data used therein (N76T-6) 97 
Effect on total annual purchase-order cost and total annual 
carrying cost of a management decision to order a 
larger quantity than the economic order quantity 
(N76PI-2-34m) 55 
Given the cost of placing an order and the annual cost of 
carrying one unit in stock, determine the effect of 
given percentage increases in each 
(M76T-2-28m) 45 
Inventory method effect
None (M77T-2-41m) 152 
Total annual inventory ordering and carrying expenses 
Computation given cost per dozen, number of dozen sold 
annually, 10% return on inventory investment 
desired, additional cost of carrying inventory, cost 
of handling purchase order, and order size 
(M77PI-2-30m) 107 
Total annual usage computation given the economic order 
quantity, total cost to place purchase orders for the 
year, and the cost to place one purchase order 
(N76PI-2-33m) 55 
High-low point method 
Computation of fixed cost (N77PI-2-37m) 162 
Fixed cost computation (N76PI-2-31m) 55 
Linear programming 
Applications
Deciding which warehouse will service which customers 
to minimize total shipping costs 
(N76PI-2-28m) 54 
Not used in determining the optimum trade-off between 
time and costs to maximize profits 
Routing production to minimize costs 
Scheduling flight crews to various flights to minimize 
costs (N76PI-2-28m) 54 
Choose one of four stated equations which would not 
represent a constraint (restriction) based on given 
information (N77PI-2-39m) 162 
Computation of combination of products to maximize total 
contribution margin (N77PI-2-33m) 161 
Define and discuss including the assumptions and 
accounting data used therein (N76T-6) 97
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Quantitative methods
Linear programming (cont.)
Not used in determining the optimum trade-off between 
time and costs to maximize profits 
(N76PI-2-28m) 54 
Product mix to maximize profit computation given the
objective function of the total contribution margin, the 
number of hours required on each of two machines by 
each of the two products, and that the machines are 
available twenty-four hours (N76PI-2-27m) 54 
Simplex method
General procedure for solving all linear-programming 
models (M77T-2-44m) 152 
Slack variable can equalize an inequality 
(M76PI-2-28m) 6 
Maximum interest rate for capital without loss on an asset 
Computation involving interpolation given asset cost,
estimated life, annual after tax net cash benefits at the 
end of each year, and the present value of an annuity 
of $1 at three interest rates for the estimated life 
(N76PI-2-32m) 55 
Minimum-cost point 
Given a total-cost equation, find the first derivative, set 
this derivative equal to zero, solve the equation, 
substitute the solution(s) in the second derivative 
equation and a positive solution indicates a minimum 
(M76T-2-26m) 45 
Net present value 
See Capital budgeting 
See Quantitative methods— Present value 
Objective function
Formula given three products and the profit per unit of 
each (M76PI-2-37m) 7 
Operations research (OR)
Characteristics of the field and ways accountant can 
contribute to an advisory operations research team 
(N76T-5) 97 
Payback
See also Capital budgeting
Computation of cost of machine given payback period and 
cash flow from operations, net of tax, for each of the 
payback years (N77PI-2-20m) 159 
Payback period
Computation given most of machine, straight-line
depreciation, useful life, additional cash revenues per 
year, and tax rate (M77PI-2-20m) 106 
Computation given cost of machine, useful life,
depreciation method, no salvage, annual net cash 
inflow (before income taxes), and the tax rate 
(N76PI-2-29m) 54 
Pay-off table (matrix)
Attempts to deal with uncertainty
Evaluating alternative courses of action 
(M77T-2-42m) 152
PERT
Useful for analyzing the interrelationships of time and 
activities to discover potential bottlenecks 
(M77T-2-43m) 152 
Present value 
See also Capital budgeting 
Annuity
Ordinary annuity table can be converted to annuity due 
table by using one less period and adding $1 
(M76T-2-29m) 45 
Cash flow
Annually, net of tax
Computation given present value of the cash flow 
using a 12%, the present value of an annuity of 
$1 in arrears for eight periods at 14%, and a 
useful life of eight years with no salvage 
(N77PI-2-24m) 160
Quantitative methods 
Present value 
Cash flow (cont.)
Computation given annual cash inflow, net of tax, for 
seven years, present value of $1 at 12% for each 
of seven periods (which may be added together 
to get the present value of an annuity of $1 at that 
rate for seven periods), and told to use a rate of 
return of 12% (N77PI-2-23m) 160 
Computation of original investment given a time-adjusted 
rate of return of 12%, an annual cash inflow from 
operations (net of income taxes), the present value 
of an ordinary annuity of $ 1 in arrears for five periods 
at 12%, and a useful life of five years with no salvage 
(M77PI-2-27m) 107 
Indication of calculation of cash price of car given $200 
down, $100 per month for 24 months due on the first 
day of each month, and 12% interest compounded 
monthly ($200 plus the result of multiplying $100 by 
the present value of an annuity due of 24 payments 
of $1 at 1% per period) (M77PI-2-35m) 108
Net
Computation for replace or continue operating present 
equipment (M77PII-4) 120 
Computation given original investment amount and the 
present value of the future cash inflows (computed 
in the previous question)
(M77PI-2-28m) 107 
Present value of annuity of $1
To compute the required initial investment at the
beginning of the first year to receive $3,000 at the 
end of each year for five years if the fund earns 6% 
compounded annually, multiply $3,000 times the 
present value of an annuity of $1 at 6% at the end 
of each year for five years (N76T-2-36m) 95 
Present value of $1
Figure .9423 taken from the column marked 2% and 
the row marked three periods 
(N76T-2-35m) 95 
Tax benefit of difference in two methods of depreciation 
calculation (M76PI-2-26m) 6 
Probability (M76PI-2-34m) 7 
Production runs 
Number
Computation given number of units used evenly 
throughout the year, setup costs, annual cost to 
carry a unit in inventory, objective to produce at 
lowest cost, and assuming that each run is for 
same number of units (N77PI-2-26m) 160 
Program evaluation and review technique (PERT)
Define and discuss including the assumptions and
accounting data used therein (N76T-6) 97 
Rate of return
Accounting (book value)
Cash flow
Annually from operations
Computation given new machine cost, straight-line 
depreciation over ten years, full year’s 
depreciation in first year, accounting (book 
value) rate of return on the initial increase in 
required investment, and uniform cash inflow 
(N77PI-2-21m) 159 
Regression analysis
Define and discuss including the assumptions and
accounting data used therein (N76T-6) 97 
Used to determine the variable and fixed portion of costs 
(M76PI-2-33m) 6 
Safety stock
Computation to maintain lowest cost given stockout cost, 
carrying cost of each unit of safety stock, number of 
orders a year, and the probabilities of running out 
of stock during an order period at various safety 
stock levels (N77PI-2-32m) 161
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Quantitative methods (cont.)
Sensitivity analysis 
See Capital budgeting 
Statistical sampling 
Accounts receivable
Computation and statement at 95% confidence 
(reliability) level about estimated total 
(M77A-7) 134 
Computation of auditor’s estimate of the population total 
by multiplying the arithmetic mean by the number 
of items in the population (M77A-7) 134 
Computation of confidence level auditor can say that 
population is not in error by $35,000 
(M77A-7) 134 
Indication of how the auditor should relate his estimate 
of the total to the client’s recorded amount 
(M77A-7) 134 
Attribute sampling 
Rate of occurrence 
Frequency with which a certain characteristic occurs 
within a population (N77A-1-6m) 179 
The most useful method when sampling for compliance 
(M76A-1-20m) 24 
Definitions of reliability and precision as applied to 
auditing (M77A-7) 134 
Generally may be applied to test compliance with
internal accounting control when the client’s internal 
accounting control procedures leave an audit trail 
in the form of documentary evidence of compliance 
(M77A-3-60m) 131 
Inventory
See Audit procedures 
Minimum acceptable dollar value of the population 
Computation given number of items in population, 
preliminary sample arithmetic mean, that sample 
was adequate, and desired precision 
(N77A-1-44m) 184 
Population variability
Measured by the standard deviation 
(N76A-2-33m) 76 
Precision
Measure of the maximum likely difference between the 
sample estimate and the true but unknown 
population total, and directly related to materiality 
(N76A-1-7m) 72 
Substantive tests
Reliability level formula (M76A-2-37m) 26 
Time-adjusted rate of return 
See Capital budgeting 
Total cost function
Mathematical notation given the average cost function 
and definition of its unknown (N76PI-2-30m) 55
Quantitative techniques 
See Quantitative methods
Quarterly financial statements 
See Interim financial statements
Quasi-reorganization
Prepare stockholders’ equity section after 
(M77PI-4) 110
R
Ratios
See also Financial statement analysis 
Acid-test (quick)
Computation (N76PI-4) 58
Ratios (cont.)
Accounts receivable turnover
Computation given net credit sales and net accounts 
receivable at beginning and end of year 
(M77PI-1-9m) 104 
Auditor gives most emphasis to ratio and trend analysis 
in examination of income statement rather than other 
statements (M76A-1-7m) 22 
Book value per share of common stock 
Computation (N76PI-4) 58 
Compare revenues and expenses with the prior year and 
investigate all changes exceeding a fixed percentage 
Likely to detect such items as a change in capitalization 
policy for small tools (M77A-1-15m) 125 
Computation of accounts payable given an incomplete
balance sheet and various ratios (M76PI-1-7m) 3 
Computation of inventory given an incomplete balance 
sheet and various ratios (M76PI-1-9m) 3 
Computation of retained earnings given an incomplete
balance sheet and various ratios (M76PI-1-8m) 3 
Current (Working capital)
Not affected by writing off an uncollectible account 
against its allowance (N76T-1-19m) 94 
Positive
Increased by repaying the principal on a short-term 
note (M77T-2-29m) 150 
Borrowing cash on a six-month note will decrease a ratio 
that was 2 to 1 (M76T-1-12m) 43 
2 to 1 before a transaction reduces it 
Effect on working capital indeterminate 
(N76T-1-22m) 94 
Computation (N76PI-4) 58 
Dividend-payout ratio on common stock 
Computation (N76PI-4) 58 
Earnings per share on common stock 
Computation (N76PI-4) 58 
Identification of the areas within given essays (full of
misconceptions, misstatements, confusion, out-of-date 
ideas and expressions, etc.) which are not in 
accordance with GAAP or untrue with respect to 
financial statement analysis and explanation of why 
the reasoning is incorrect (M77T-5) 153 
Inventory turnover
Computation (N76PI-4) 58 
Computation given beginning and ending inventories and 
purchases (N77PI-1-9m ) 157 
Computation given cost of goods sold and inventories at 
beginning and end (M77PI-1-10m) 104 
Most important stage of auditor’s analysis of ratios and 
trends
Interpretation of significant variations and unusual 
relationships (N77A-1-55m) 185 
Number of days’ sales in average receivables
Computation assuming a business year of 300 days and 
all sales on account (N76PI-4) 58 
Computation given 300 day business year and accounts 
receivable turnover (N77PI-1-8m) 157 
Number of days’ sales in average inventories
Computation given 300 day business year and inventory 
turnover (N77PI-1-8m) 157 
Price-earnings ratio on common stock 
Computation (N76PI-4) 58 
Quick (acid-test)
Computation (N76PI-4) 58 
Trend percentage
Gross profit computation for latest year given common size 
income statements for two years showing a gross 
profit percentage in the latest year 1.5 times the rate 
of the earlier year, and the trend percentage for sales 
for the latest year (N76PII-1-1m) 62 
Working capital (current)
Computation (N76PI-4) 58
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Real property 
Audit procedures 
Ownership
Examination of deeds and title guaranty policies on 
hand (M77A-3-50m) 130
Realization
Revenue
Recognized when earnings process is virtually complete 
and an exchange has taken place 
(N76T-1-3m) 92
Receivables 
See also Accounts receivable 
See also Notes receivable 
Short-term and long-term
Discussion of how the asset measurement concept 
(involving the valuation or pricing of the future 
service of an asset) applies (M77T-6) 153 
General price-level loss from holding receivables during 
inflation description including computation of such a 
loss given a receivable amount and the inflation rate 
(M77T-6) 153
Regression analysis 
See Quantitative methods
Related party transaction
Nonmonetary exchange whereby company A exchanges 
property for similar property owned by company B, 
an unconsolidated subsidiary of company A 
(M77A-1-20m) 126
Relative risk 
Underlies application of GAAS
Particularly standards of field work and reporting
Cash audit work may have to be carried out in a more 
conclusive manner than inventory audit work 
(M77A-3-46m) 129
Replace or retain present equipment 
Computation schedules of net initial outlay before income 
taxes and net present value of investment before 
income tax and recommendation 
(M77PII-4) 120 
Based on the difference in the variable operating costs of the 
two machines, disposal value of the old machine, and the 
cost of the new machine, showing the irrelevance of the 
book value of the old machine, and ignores present- 
value and income tax (N76PI-2-22m) 54
Reports on internal control 
See Internal control reports
Research and consultation with others is an appropriate part 
of the professional conduct of the engagement 
(N77A-1-58m) 186
Research and development costs
Any amount capitalized as of effective date of FASB 
Statement No. 2 would be applied retroactively as a 
prior period adjustment and have no effect on net income 
(M77PI-1-19m) 105 
Deferred costs as of effective date of FASB Statement No. 2 
applied retroactively by prior period adjustment not 
affecting the current income statement 
(N76PI-1-6m) 51 
Expensed as Incurred (M76PI-1-18m) 4,
(N76PI-1-6m) 51 
Zero deferral after effective date of FASB Statement No. 2 
(N76PI-1-7m) 51
Research and development lab building 
Depreciation deducted as part of research and development 
costs (N77T-1-12m) 203
Reserve
Retained earnings identified for a specific purpose 
(N77T-1-11m) 203
Retained earnings 
Audit program
Include verification of authorization for both cash and 
stock dividends (N77A-1-13m) 180 
Consolidated
Computation (N77PII-5) 176 
Pooled
Computation (N77PII-5) 176
Retention period 
Audit working papers
Statutory period within which legal action may be brought 
against the CPA (M76A-1-13m) 23
Return on investment project
Rate equal to the cost of capital should leave the market 
price of the firm’s stock unchanged 
(M76T-2-22m) 44
Revenue
Realization
Recognized when the earning process is virtually complete 
and an exchange has taken place 
(N76T-1-3m) 92
Risk
Auditor requires reasonable protection
Material errors will occur and those that occur will not be 
detected in the auditor’s examination 
(M77A-2-35m) 128
Rite Manufacturing Corporation (M77PI-3) 108
Robinson-Patman Act (N77L-3-41m) 196 
Functional discounts permitted (N76L-2-23m) 85
Roosevelt Company (N77PI-4) 164
Royal Company (N76PII-4) 68
Sales
Audit procedures
Understatement test of sales on credit
Trace sample of initial sales slips through summaries to 
recorded general ledger sales 
(N76A-3-42m) 77 
Computation given cash received on accounts receivable, 
cash sales, accounts receivable at the beginning and at 
the end, and accounts receivable written off 
(N76PII-1-8m) 63 
Computation of manufacturer given gross profit, cost of 
goods manufactured, and beginning and ending 
inventories of finished goods (M76PII-1-15m) 15 
Cut-off
Analyze transactions occurring with a few days before and 
after year end (M77A-2-29m) 127 
Established exchange price for personal property sold in
consideration for a noninterest bearing note may be used 
to establish the present value of the note, particularly 
when the present value of the note discounted at a 
“reasonable” rate would be approximately 1 % less than 
the established price (N76PI-1-10m) 51 
Installment
See Installment sales 
Reasonableness computation with change in sales mix, sales 
volume, and sales price (M76A-3-52m) 28
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s
Sales and cost of goods sold variation statement 
(M76PII-5) 20
Sale and leaseback 
Gain
Amortized, net of tax, as an adjustment of the rental cost, 
an ordinary item, over the life of the lease 
(M76T-1-2m) 42
Sales cutoff
Computation of effect on income of required adjustment 
(M76A-2-39m) 26
Sand Corporation (N77PI-3) 163
SAS No. 2 (M76A-1-1m) 22, (M76A-1-2m) 22,
(M76A-1-16m) 23, (M76A-2-21m) 24,
(M76A-2-25m) 24, (M76A-2-35m) 26, 
(M77A-6) 133
SAS No. 3 (M76A-1-11m) 23, 
(N76A-2-21m) 74
(N76A-1-16m) 73,
SAS No. 4 (M76A-2-36m) 26,
(M77A-1-19m) 126, (N76A-1-5m) 72, 
(N76A-1-10m) 73, (N76A-2-32m) 76, 
(N77A-1-27m) 182
SAS No. 5 (M77A-3-55m) 131, (M77A-6) 133
SAS No. 6 
SAS No. 7
(M77A-1-20m)
(M76A-1-15m)
SAS No. 9 (M77A-1-5m) 
(N77A-1-14m) 180
SAS No. 10 (N77A-1-43m)
SAS No. 16 (N77A-1-30m) 
(N77A-1-59m) 186
126
23
124,
184
182,
Scatter chart
See Quantitative methods -Correlation
Schedule of changes in working capital 
Preparation (M76PI1-4) 19
School district
General fund transaction entries (M76PII-3) 18
Secured transactions
Buyer of mortgaged property would be better advised to take 
“subject to” the mortgage rather than to “assume” the 
mortgage (N77L-2-21m) 193 
Buyer of property “subject to” a mortgage, which property 
declined in value and was sold under foreclosure 
proceedings, has no further liability after foreclosure 
(N77L-2-22m) 193 
Creditor creates a valid perfected security interest in goods by 
obtaining a written agreement under which he takes 
possession of the security (N77L-2-28m) 194 
Creditor holds collateral with value well exceeding debt, and 
if creditor sold the bonds to innocent third party, third 
party would obtain valid title (N77L-2-20m) 193 
Field warehousing
Perfecting security interest by physical dominion and 
control over the property or by filing a financing 
statement (N76L-6) 89 
Procedures used in, and business and legal aspects of 
(N76L-6) 89 
Raw materials subject to the secured interest of a creditor 
subsequently field warehoused by a second creditor, 
whose rights will be subordinate to the other creditor, 
for an additional loan (N76L-6) 89 
Field warehouseman must maintain physical control of and 
dominion over the property (N77L-2-24) 194
Secured transactions (cont.)
Negotiable warehouse receipts represent legal ownership of 
goods stored in a bankrupt public warehouse sold at 
judicial foreclosure sale, and the owner of the receipts 
is entitled to the goods (N77L-2-25m) 194 
Perfected security interest in inventory gives creditor no 
rights against a buyer of an inventory item even though 
the buyer knew of the interest (M76L-4) 38 
Perfected security interest in inventory upon obtaining a 
security agreement after filing a financing statement 
(M76L-4) 38 
Purchase money security interest (M77L-7) 145 
“Purchase money security interest” and nonpossessory 
security interest distinction and its importance 
(M77L-7) 145 
Rights of creditor secured by accounts receivable “current 
and thereafter acquired” both before and after default 
by debtor (M76L-4) 38 
Secured creditor has perfected security interest in goods and 
is entitled to “resort to” or obtain the property even as 
against a trustee in bankruptcy 
(N77L-2-26m) 194
Securities
Audit procedures
Physically observes the movement of those already counted 
to guard against the substitution of such securities for 
others which are not actually on hand 
Proper planning as intended by the first standard of field 
work (M77A-3-58m) 131
Securities Act of 1933 (M77L-1-3m) 136,
(M77L-1-4m) 136, (N76L-1-16m) 84,
(N76L-7) 90, (N77L-1-6m) 191 
See also Federal securities regulation
Securities Exchange Act of 1934 (N76L-7) 
See also Federal securities regulation
90
Segments
See Financial reporting for segments 
Accounting difficulties inherent in segment reporting 
(M76T-5) 47 
Disadvantages of requiring financial reporting by segments 
(M76T-5) 47 
Reasons for requiring financial reporting by segments 
(M76T-5) 47 
What financial reporting for segments involves 
(M76T-5) 47
Sensitivity analysis 
See Capital budgeting
Signature of preparer
Avoid the following action
A CPA, who is in public practice, prepares a tax return for 
a friend without a fee and does not sign the return 
(M77A-3-52m) 130
Small tools
Capitalization policy change
Likely detected when CPA compares expenses with the 
prior year and investigates all changes exceeding a 
fixed percentage (M77A-1-15m) 125
Social Security Act
Applies to self-employed businessmen 
(N76L-3-47m) 87
Special order
Operating below capacity
Computation of increase in income by accepting annual 
unit capacity, total variable costs at capacity, number 
of units in special order, regular selling price, and 
discount rate for the special order 
(N77PI-2-38m) 162
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Special reports
Does not include reports on financial statements of an
organization that has limited the scope of the auditor’s 
examination (N76A-2-36m) 76 
Includes reports on statements of a not-for-profit organization 
which follows accounting practices differing in some 
respects from those followed by business enterprises 
organized for profit, on statements prepared for limited 
purposes such as a report that relates to any certain 
aspects of financial statements, and on statements of an 
organization which maintains its accounts and prepares 
its statements on a cash or other incomplete basis of 
accounting which is materially at variance with 
accounting practices customarily followed in preparing 
accrual-basis statements (N76A-2-36m) 76
Standards of field work
See also Generally accepted auditing standards 
Early appointment of auditor 
Advantages 
Auditor
Able to plan audit to do it expeditiously, to better plan 
for observation of inventories, and to examine 
more eff iciently and be finished at an early date 
after the year end (N76A-3-60m) 79 
Not likely that auditor will be able to complete the 
audit work in less time (N76A-3-60m) 79 
Failure to comply with any (N76A-6) 79 
First standard requires, in part, proper planning
Would occur when the auditor physically observes the 
movement of securities already counted to guard 
against the substitution of such securities for others 
which are not actually on hand 
(M77A-3-58m) 131
Standards of reporting
See also Generally accepted auditing standards 
Failure to comply with any (N76A-6) 79
Statement accounting for variation in sales and cost of goods 
sold (M76PII-5) 20
Statement of changes in financial position 
Adjustments to reported net earnings 
Depreciation
Reduces reported earnings but does not involve an 
outflow of funds (M77T-2-24m) 150 
“All financial resources” concept (N77T-5) 207 
Two types of transaction that are disclosed which would 
not be disclosed without this concept 
(N77T-5) 207 
Audit evidence
Primarily cross-referencing to balances and transactions 
reviewed in connection with the examination of the 
other financial statements (M76A-3-58m) 28 
Bonds payable 
Converted
Ascertain that financial resources provided by the 
issuance of stock and used to reduce convertible 
debt are shown (N76A-2-35m) 76 
Cash concept
Effect of seven given items on preparation 
(N77T-5) 207 
Under caption “expense not requiring outlay of working 
capital in the current period”
Provision for uncollectible accounts receivable 
(N77A-1-60m) 186 
Depreciation
Shown under sources usually because it reduces reported 
net income but does not involve an outflow of funds 
as do usual expenses, and must be added back to 
reported net income to determine the funds provided 
by operations (M76T-3) 46
Statement of changes in financial position (cont.)
Sources
Operations
Working capital
Amortization of premium on bonds payable 
subtracted from net income 
(M76T-1-7m) 42 
Summarizes the financing and investing activities of an entity 
(M77T-2-23m) 149
Uses
Net loss from operations is a potential use 
(N76T-1-16m) 93 
Working capital end of year
Computation (N77PI-1-17m) 159 
Working capital format
Preparation (M76PII-4) 19,
(M76PII-5) 121 
Working capital provided from operations 
Computation given net income, depreciation,
amortization, and provision for doubtful accounts on 
long-term receivables (N77PI-1-16m) 158 
Working capital provided from operations equals net income 
plus depreciation, net increase in noncurrent deferred 
income tax liability, and amortization of goodwill 
(N76PI-1-14m) 52 
Working capital source and application is par value of
converted preferred stock plus proportionate premium 
on that preferred stock with an additional source being 
the sale of common stock at par plus a premium 
(N76PI-1-16m) 53 
Working capital source is proceeds from long-term
borrowings and applications are payments in advance on 
long-term debt plus current maturities of long-term debt 
(N76PI-1-15m) 52
Statement of changes in stockholders’ equity 
Accompanying basic financial statements
Should be identified in the scope paragraph of the 
auditor’s report but need not be reported on 
separately in the opinion paragraph 
(N76A-3-46m) 77
Statement of income 
See Income statement
Statement of source and application of funds 
See Statement of changes in financial position
Statements on Auditing Standards 
See SASs
Statement on Management Advisory Services No. 1 
(M77A-3-56m) 131
Statements on Responsibilities in Tax Practice No. 1 
(M77A-3-52m) 130
Statistical sampling
See Quantitative methods
Statute of Frauds (M76L-1-5m) 32,
(M76L-3-44m) 37, (M76L-5) 38,
(N76L-1-5m) 82
Statute of limitations (N76L-3-45m) 87
Stock
Preferred
Dividends reduce earnings available to common 
(M77T-2-33m) 151
Stock dividend
Auditor should determine that shares issued do not exceed 
the authorized but previously unissued shares 
(M76A-3-53m) 28
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Stock dividend (cont.)
Declared but not issued
Classification in statement of financial position 
(M76T-7) 48 
Large (40% )
Capitalize par value (M77T-1-2m) 147 
Par value capitalized (N76T-1-13m) 93 
Small
Market value capitalized
Computation of reduction in retained earnings 
(N77PI-1-18m) 159 
Small (10% ) stock dividend capitalized at fair market value 
and, also, retained earnings was reduced by a loss 
(M 77PIM -4m) 113 
Stock split effected in the form of a dividend and accounting 
differences (M76T-7) 48
Stock options
Compensation zero because fair market value of the stock 
was below exercise price as of the date of the grant 
(applicable in this case) (N76PII-1-9m) 64 
Compensatory
Expense computation when number of shares and price is 
known at date of grant and expiration in four years 
(M 76PIM -3m) 13 
Effect on net income and earnings per share 
(M76T-7) 48 
Grant of option to buy certain number of shares at same 
price as market price results in zero compensation 
(N77PII-1-14m) 170
Stock split
Meaning of effected in the form of a dividend and accounting 
differences (M76T-7) 48
Stock split-up 
40%
Capitalize par value (M77T-1-2m) 147
Stockholders’ equity 
See also Corporations 
See also Stock dividend 
See also Stock split 
See also Treasury stock 
Capital in excess of par value 
Balance
Computation given issuances of stock at different 
premiums, purchase of treasury stock at a price 
below par, sale of the treasury stock above cost, 
and that the par value method is used to record 
treasury stock (N77PII-1-8m) 169 
General categories and specific sources in each 
(M76T-7) 48 
Stock dividend declared but not issued classification in 
statement of financial position (M76T-7) 48 
Total
Computation given issuances of stock at a premium, net 
income, dividends, and treasury stock purchase and 
sale using cost method (N77PII-1-7m) 169
Suboptimization
Action as a result of a management decision beneficial to a 
given profit center, but not for the entire company 
(M76T-2-40m) 46
Subscriptions
Receipts
Computation (M77A-2-40m) 128
Subsequent discovery of facts
Auditor’s responsibility for appropriate disclosure
Conflict of interest involving credit officers and a principal 
company supplier discovered less than a month after 
issuance of auditor’s report (M76A-3-49m) 27
Subsequent events
See also Subsequent discovery of facts 
Audit procedures (N77A-5) 188 
See Audit procedures 
Definition and description of the two general types 
(N77A-5) 188 
Requires disclosure in the 1976 statements
Jan. 28, 1977, a customer suffered a total loss in a major 
casualty, resulting in the write off of a large 
receivable on March 1, before the auditor’s report on 
the 1976 statements have been issued 
(M77A-2-21m) 126 
Work extends to date of the auditor’s report 
(M76A-3-46m) 27
Successor auditor
May review predecessor’s working papers with his and the 
client’s permission (M76A-1-15m) 23 
Opening balances
May review predecessor’s working papers and thereby
reduce the scope of audit tests which would otherwise 
have to be done (M77A-3-49m) 130
Suretyship
Collateral of debtor held by creditor
Creditor need not first proceed against the collateral in 
order to hold surety liable (N77L-2-19m) 193 
Conditional guarantor on credit extended by A on a contract 
for the sale of goods to B not exceeding $5,000 
A must first proceed against B before it is entitled to
recover from the guarantor (N76L-2-27m) 85 
Consideration
Extension of credit by A to B, contingent upon C’s
agreeing to act as surety, provides the consideration 
for C’s promise (N76L-2-26m) 85 
Co-surety
Has same rights as single surety, but in addition, has right 
of contribution from co-sureties 
(M77L-2-32m) 141 
Two or more sureties must be bound to answer for the 
same debt or duty of the debtor 
(N76L-2-31m) 86 
Debtor released by creditor
Debtor and surety able to avoid liability 
(N76L-2-30m) 86 
Defenses
A material variance of the surety’s undertaking as a result 
of a modification in the principal debtor’s obligation 
(M76L-1-15m) 33 
Fraud
False representations concerning a car’s mileage at the 
time of sale is a valid defense to the surety’s 
guaranty (M76L-1-16m) 33 
Tender of performance by principal to creditor, which was 
refused (M77L-2-30m) 140 
Guarantors of a loan are immediately liable on the debt in 
event of default, in the absence of specific provisions to 
the contrary (M76L-1-11m) 33 
Noncompensated surety
Must have legal capacity to make contracts generally 
(N77L-2-18m) 193 
Relationship created by
Assumption of mortgage by purchaser of parcel of real 
estate (N77L-2-17m) 192 
Blank indorsement of a check (N77L-2-17m) 192 
Signing a nonnegotiable promissory note as an
accommodation maker (N77L-2-17m) 192 
Relationship not created by obtaining professional 
malpractice insurance by a CPA 
(N77L-2-17m) 192 
Subrogation
Allows surety, upon satisfying the obligation, to succeed to 
the creditor’s rights (N76L-2-32m) 86
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Surety can avoid liability if he can show material alteration 
by the debtor and creditor of the contract which the 
surety guaranteed (N76L-2-24m) 85 
Surety has right of subrogation for his loss against any excess 
amount received upon foreclosure up to the amount of 
his loss (M76L-1-12m) 33 
Surety not liable if the underlying obligation was illegal 
(M77L-2-31m) 141 
Typical conditional guarantor of collection is liable upon the 
creditor establishing that he has had a judgment returned 
unsatisfied (N77L-2-27m) 194
Suretyship (cont.)
Tax allocation
See Federal income tax
Terry Company (N77PII-3) 173
The Dexter Production Company (N76PII-3) 67
The Sodium Company (M76PII-4) 19
Todd Corporation (N77PII-5) 176
Topanga Manufacturing Company (M76PI-4) 9
Translation of foreign currency 
See Foreign exchange—Translation
Treasury stock 
Acquisition
Deceases stockholders’ equity and increases earnings per 
share (M77T-1-1m) 147 
Cost method (N76PI-1-9m) 51
Sold above cost removes cost from account and credits 
paid-in capital for the balance 
(N76PI-1-8m) 51 
Stockholders’ equity 
Total
Computation given issuances of stock at a premium, 
net income, dividends, and treasury stock 
purchase and sale using cost method 
(N77PII-1-7m) 169 
Par value method
Capital in excess of par value 
Balance
Computation given issuances of stock at different 
premiums, purchase of treasury stock at a price 
below par, sale of the treasury stock above cost, 
and that the par value method is used to record 
treasury stock (N77PII-1-8m) 169 
Transactions may directly decrease but not increase retained 
earnings (M76T-1-19m) 44 
Year-end count by auditor is always required 
(M76A-3-44m) 27
Trend analysis
Auditor gives most emphasis to ratio and trend analysis in 
examination of income statement rather than other 
statements (M76A-1-7m) 22
Truman Company (N77PI-4) 164
Trust indenture 
See Bonds payable
Trusts
See Wills, trusts and estates
u
Unaudited financial statements 
Associated
The CPA reviews the client’s input data before sending the 
data to an independent computer service company, 
and the processed financial statements are returned 
directly to the client (M77A-3-48m) 130 
Client requests normal accounts receivable audit 
confirmations 
These are part of an accounting service and are not
performed for the purpose of conducting an audit in 
accordance with GAAS (N76A-1-14m) 73 
CPA “not associated” when the CPA completed an audit and 
rendered a report on the financial statements which 
without the CPA’s consent were part of a prospectus 
which included unaudited financial statements 
(N76A-1-1m) 72 
Responsibility to detect fraud
Limited to informing the client of any matters that come 
to the auditor’s attention which cause the auditor to 
believe that an irregularity exists 
(N76A-3-53m) 78
Uncollectible accounts expense 
See Bad debt expense
Uniform Commercial Code (N77L-2-26m) 194, 
(N77L-2-28m) 194 
Defenses
Statute of frauds
Contract for sale of goods worth more than $500 
Goods are fungible and actively traded by merchants 
in the business community 
(N76L-1-5m) 82 
Distinction between contracts covered and not covered 
Basically whether the subject matter involves the purchase 
or sale of goods (N76L-3-35m) 86 
Doesn’t cover, but within common law rules
Employment contract with a set period of eighteen months 
(N76L-3-33m) 86
Unrecorded liabilities 
Audit procedures
Compare cash disbursements in the subsequent period with 
the accounts payable trial balance at year end 
(M77A-3-44m) 129
Van Corporation (N77PII-5) 176
Variable costing 
See Cost accounting
Variance analysis
See also Cost accounting 
Budget (controllable) variance calculation 
(M76PI-2-20m) 5 
Labor-efficiency variance
Debit balance indicates that actual hours exceed standard 
hours (N76T-2-31m) 95 
Labor usage (efficiency) variance calculation 
(M76PI-2-19m) 5 
Volume variance
Based on fixed overhead application rate 
(N76T-2-29m) 95 
Volume variance calculation (M76PI-2-21m) 5
Variation in sales and cost of goods sold statement 
(M76PII-5) 20
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T
V
Voluntary health and welfare organization
Discussion of how methods used to account for fixed assets 
differ with governmental units (M77T-4) 152 
Distinction between accrual and modified accrual accounting 
and indication that accrual is necessary for a voluntary 
health and welfare organization (M77T-4) 152
Vouchers payable 
Audit procedures
Obtain a schedule of all unpaid vouchers and compare the 
items on the schedule with open vouchers and 
uncanceled entries in the voucher register and account 
for unmatched items (N76A-1-20m) 74
W
Warranty costs
Interperiod tax allocation timing difference 
(M76T-6) 47
Washington, Mr. (N77PI-5) 165
Wills, trusts and estates
Allocation between principal and income (M76L-7) 40 
Concepts and importance (M76L-7) 40 
Executor
Affirmative duty to discover, collect, and distribute all the 
decedent’s assets (M77L-3-41m) 142 
If CPA engaged by law firm to aid in administration of 
decedent’s estate, the CPA’s duties will invariably not 
include consideration of the validity of the surviving 
spouse’s right to take against the will 
(N77L-3-42m) 196 
Nature of a trust (M76L-7) 40 
Normal questions referred from a law firm to a CPA firm 
would include the amount of property or money to be 
received by the income beneficiaries as contrasted with 
the amount to be accumulated for the remainderman 
(N76L-3-46m) 87 
Proceeds from sale of stock rights received on stock in trust 
must be added to corpus (principal) of the trust 
(N77L-3-44m) 197
Wills, trusts and estates (cont.)
Within CPA’s competency
Value of a decedent’s gross estate at the time of death and 
alternate valuation date (N76L-3-39m) 87 
Working capital
Current ratio of 2 to 1
Transaction reduces current ratio
Effect on working capital indeterminate 
(N76T-1-22m) 94 
Net loss from operations is a potential use 
(N76T-1-16m) 93
Use
Net loss from operations is a potential use 
(N76T-1-16m) 93
Working papers
See also Audit working papers 
Audit
Designed to meet the circumstances and the auditor’s needs 
on each engagement (M77A-1-6m) 124 
Permanent section
Should include a copy of the engagement letter 
(N76A-2-39m) 76 
Retention period 
Statutory period within which legal action may be
brought against the CPA (M76A-1-13m) 23
Workmen’s compensation laws
See Employer and employee relationships
Workpapers
Audit
See Audit working papers 
See Working papers
Work sheet to prepare consolidated statements 
See Consolidated financial statements
Zurich Corporation (M77PII-3) 117
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